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EXAMINATION ANSWERS 
E ditor’s N ote
The publication of this book of Answers to Examination 
Questions of the American Institute of Accountants is in direct 
response to constant requests that the Institute should publish 
such a collection.
The Board of Examiners has always continued steadfast in the 
belief that publication of official answers would lead to endless 
dispute and to no good accomplishment. In accounting, more 
than in almost any other field, it is impossible to find absolute 
unanimity on the correct interpretation of a question. Account­
ing is not an exact science. The mathematics of accounting may 
be exact, but they constitute only a small area of the professional 
field of accountancy. Consequently, there may be wide differences 
in answers presented by different candidates and yet each of those 
answers may be regarded as satisfactory. Indeed, the Board of 
Examiners of the Institute in its grading of papers admits a rather 
liberal latitude and displays a readiness to accept answers which 
may vary widely from the official form. In other words, if the 
candidate reveals a clear understanding of the accounting princi­
ples and bases his application of those principles on sound sense he 
will be given credit for the knowledge which he possesses. In such 
circumstances it is obviously improper to permit publication of 
any official answer.
The present volume, however, has been approved by the 
Institute’s committee on publication because the solutions and 
answers which it contains are the personal opinions of men who 
have had long experience in their professions. Mr. Finney was for 
many years editor of the students’ department of The Journal of 
Accountancy. He was later joined by Mr. Baumann in the capac­
ity of assistant editor, and, when it became necessary for Mr. 
Finney to relinquish the editorship, the duties of that position fell 
entirely upon Mr. Baumann. I t  is most appropriate, therefore, 
that these two men, who have been familiar with the Institute’s 
examinations for many years should be called upon to supply the
unofficial answers in auditing and accounting which are demanded 
by schools, colleges and students.
The answers to the questions in law are written by Spencer 
Gordon who is a member of the firm of Covington, Burling and 
Rublee of Washington, D. C. Mr. Gordon has been answering the 
Institute’s questions in law in The Journal of Accountancy for 
several years and has rendered a distinct service to the accounting 
profession. Practically all the answers supplied by Mr. Gordon 
for this book are identical with the answers appearing in The 
Journal of Accountancy from time to time.
The wide-spread use of the Institute’s examinations by state 
and territorial boards of accountancy makes it important that 
there be a fair, competent and lucid exposition of the points in­
volved in the examinations of the Institute. The committee on 
publication believes that the present book, although absolutely 
unofficial, will be of great assistance to those who are preparing 
for examinations and to the instructors who are conducting ac­
counting classes.
I t will be noted that the text of the questions and problems 
themselves is not included in this book. A companion volume con­
taining the entire text of examinations for the period covered, 
namely, May, 1927, to November, 1931 inclusive, is available. 
I t  has seemed expedient for many reasons to keep the questions 
and answers separate.
A. P. R ichardson, Editor
I ntroductory N ote
In preparing these solutions of problems and answers to ques­
tions in accounting and auditing set by the board of examiners of 
the American Institute of Accountants in the ten examinations of 
the years 1927 to 1931, inclusive, we have tried to be as helpful as 
possible to students—particularly to prospective examination 
candidates.
The time limitation always confronts the candidate. Under this 
time pressure, he may be tempted to sacrifice the form and ap­
pearance of his work. He should not do so. However, by taking 
thought, it is often possible to prepare good statements and work­
ing papers in a time-saving manner, and we have sought to illus­
trate how this can be done.
The comments written by a candidate in an examination should 
include only those specifically required by the problem, those 
which state the candidate’s interpretation of points subject to 
more than one interpretation, and those which the candidate may 
believe will assist the examiners in retaining his point of view 
through the solution. But a book intended to assist students in 
preparing for the examination should also include explanations of 
difficult points in the problems, discussions of accounting prin­
ciples applicable thereto and comments on alternative interpreta­
tions and procedures. Obviously, such comments need not be in­
cluded in a candidate’s solution. The reader will find printed in 
italics comments included for his benefit, which we do not regard 
as essential to an adequate solution for submission to examiners.
This book does not contain the problems and questions, which 
have been published in another volume. The table of contents, 
which classifies the problems according to their nature, therefore 
has been cross-referenced to indicate the pages of the two books on 
which the problems and the related solutions appear.
Although this book is published for the American Institute of 
Accountants, the solutions and answers are in no sense official.
H. A. F inney 
H. P. Baumann
Chicago, April, 1932.
Auditing, May, 1927.
No. 1. A cash audit is generally understood to require an exami­
nation which will enable the auditor to answer the following 
questions:
(a) Has there been proper accounting for the cash receipts ?
In most cases this means merely: Have all recorded receipts been de­
posited or otherwise properly applied to the client’s uses, without any 
misappropriations ?
In other cases it may mean: Has all cash which should have been re­
ceived actually been received? Obviously, this is a much more inclusive 
question, and can scarcely be answered without a more comprehensive 
audit of assets, liabilities and operations than is usually regarded as 
within the scope of a cash audit.
(b) Were all cash disbursements proper, duly authorized and correctly 
recorded?
(c) Is the cash balance shown by the books actually on hand or in bank ?
Cash audits may be made for the following purposes:
(a) To establish the integrity of those handling the cash.
(b) To determine the amount of a defalcation.
(c) To determine and classify the sources of cash and the dispositions made 
of it.
Cash audits are subject to the following limitations:
(a) No verification is made of assets other than cash, nor of liabilities nor 
of the record of operations; therefore,
(b) The report can not properly contain a balance-sheet or a statement of 
profit-and-loss. Such a report is of limited usefulness.
(c) Since a thorough verification of cash receipts requires collateral veri­
fication of the other assets, of liabilities and of operations, to determine 
that the cash which should have been received has in fact been received, 
a limitation of the scope of the audit to cash matters only tends to de­
feat the purpose of the audit.
No. 2. Following are the required definitions:
(a) Current assets include cash and other assets which will presumably be 
converted into cash in the relatively near future through the regular 
operations of the business. Examples: cash, accounts receivable from 
trade debtors, and inventories. Current assets also include marketable 
securities in which funds have been temporarily invested with the ex­
pectation that they will be sold to meet current cash requirements. It 
is debatable whether the current asset caption should cover securities 
which, while marketable, have been acquired for trade-contact or other 
purposes which make their early disposal improbable.
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(b) Current liabilities include all debts due at the balance-sheet date or to 
become due within a limited period thereafter. No fixed rule can be 
established as to the extent of the “limited period,” as it should theoret­
ically be dependent to some extent upon the custom of the trade. 
Examples: notes and accounts payable and accrued expenses.
(c) Fixed assets are properties of a relatively permanent nature used in the 
operations of the business and not intended for sale. Examples: land, 
buildings and machinery.
(d) Intangible assets are those which have no bodily substance and whose 
value therefore resides, not in the physical properties of the assets 
themselves, but in the rights which their possession confers upon their 
owners. Examples: goodwill, franchises.
No. 3. The items mentioned may be verified as follows:
(a) Bank balances may be verified by reconciliation of the bank accounts 
supported by confirmations from the depositories. The verification of 
bank balances should be simultaneous with the verification of cash on 
hand, securities, negotiable paper and any other assets which might be 
used to make good a shortage in the bank balances. (It is assumed that 
the question refers only to the verification of the fact that the stated 
balance is actually in bank and does not include the verification of the 
receipts and disbursements required to determine the propriety of the 
balance shown by the books.)
(b) Notes receivable which have been sent to bank for collection—by con­
firmation from the bank, or (if the notes have been collected between 
the date of the balance-sheet and the time of the examination) by verifi­
cation of the recorded collections.
(c) Securities which have been pledged as collateral for loans—by a certifi­
cate from the pledgee as to the existence of the securities, by examina­
tion of the purchase records and supporting vouchers as to the cost 
thereof, and by reference to market quotations or similar sources of 
information as to market values on the balance-sheet date.
(d) Indebtedness for money borrowed from banks— by means of certificates 
obtained from depository banks and other banks which may be indi­
cated as possible sources of borrowings, certificates from the responsible 
officers of the concern, itself, as to its outstanding obligations for money 
borrowed, and by examination of the “interest paid” account and the 
minute book of the corporation.
(e) Indebtedness of notes payable which have been sold through note 
brokers, the present holders being unknown to the maker— by means 
of certificates from the note brokers, by examination of the records of 
cash receipts for entries of the proceeds of such notes, and by a compari­
son of the interest paid with the principal amount of notes shown as 
outstanding.
No. 4. The matters requiring attention in making a balance-sheet 
audit, with reference to the item of inventories, may be roughly 
classified under two headings:
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I. Those matters which are involved in the verification of the amount at 
which the inventories are stated.
II. Those matters which appertain to the presentation of the item of inven­
tories in the balance-sheet.
Under I may be listed:
(a) Verification of quantities:
1. Determination of extent of the auditor’s verification, whether by 
actual supervision, by tests at date of audit, or only by examination 
of the book records and inventory sheets.
2. Investigation as to method and time of taking the inventories and 
persons who took or supervised the taking of them.
3. Comparison of quantities with previous purchases and sales or with 
book inventories if they are maintained.
4. Determination that goods held as consignee or as bailee or goods sold 
but undelivered are not included in the inventories and that any 
merchandise held by others but owned by the company is included.
5. Examination as to merchandise in transit and merchandise for suc­
ceeding season received under post-dated invoices.
6. Certification by responsible officers and employees as to correctness of 
quantities and indication of spoiled, damaged, or otherwise unsalable 
or unusable materials or merchandise.
(b) Verification of prices:
1. Examination of purchase invoices, cost records, etc., as to cost.  
2. Reference to market quotations, etc., as to market prices.
3. Consideration of possible effect of sales commitments.
4. Determination as to whether freight, drayage, duty, handling costs, 
etc., have been considered.
5. Determination of the degree of completion of goods in process and 
proportion of costs applicable thereto.
6. Comparison with previous inventories.
7. Study of prices used under special or unusual methods of inventory 
valuation.
(c) Verification of mathematical accuracy of extensions and footings:
1. Extent—whether complete or by tests.
2. Check against original inventory sheets if copies have been used in 
making extensions and footings.
Under II may be listed:  
(a) Classification of inventories as to supplies, raw materials, goods in 
process, or finished goods, and segregation of spoiled or damaged 
merchandise or merchandise not usable or salable for other reasons.
(b) Ascertainment of bases of valuation of the various parts of the inven­
tories.
(c) Determination of the existence of liens or encumbrances of any kind 
upon the merchandise or materials included in the inventories.
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No. 5. I t  is essential to disclose in the balance-sheet any liens 
upon, or hypothecation of assets in order to show readers of 
the balance-sheet whether any preferential payments will have 
to be made in the event of liquidation, whether there are any 
possible limitations upon the concern’s control over the assets, 
and whether there is any possibility of the concern’s being de­
prived of certain assets through enforcement of liens against 
them.
In ordinary circumstances, where merchandise in the inven­
tory of a manufacturer is on hand, the steps taken to ascertain 
whether any part thereof has been pledged consist of obtaining 
certificates from the payees of loans with respect to the security 
for them.
Where any part of the merchandise is in warehouses, receipts 
covering all of such merchandise should be accounted for to 
see whether any may have been pledged with creditors.
Confirmation should also be obtained from consignees and 
bailees of merchandise to determine the terms under which it 
is held.
No. 6. Account of the president: The auditor should inspect the 
minutes of the Mississippi Company, and the contract with the 
president, to determine the propriety of the advances, and 
should obtain a confirmation from the president as to the 
amount of them. In either a consolidated or a non-consoli- 
dated balance-sheet, the account of the president should be 
taken out of the accounts receivable and out of the current 
group and should be shown under some caption such as “ other 
assets” adequately described as “ advances to president re­
payable out of bonus interest in future profits.”
Accounts of subsidiaries: If  a consolidated balance-sheet is 
prepared, audits should be made of the subsidiary books, and 
the inter-company receivables and payables will be eliminated.
If  a consolidated balance-sheet is not prepared, verification 
of the inter-company accounts may be limited to vouching 
the entries in them and obtaining from each subsidiary (a) a 
confirmation of the balance and (b) a balance-sheet to be 
examined for evidence of the collectibility of the receivables. 
The receivables should be shown in a non-consolidated balance- 
sheet as follows:
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Under the caption of current assets:
Account receivable from Jonesboro’ Dry Goods Company, since sales to 
this company are settled promptly in 30 days.
Under the caption of investments in and advances to subsidiaries:
Accounts receivable from Memphis Metal Company (a probably perma­
nent advance for plant addition purposes) and from Bluestone Sales 
Company (advances for an indefinite period for working capital purposes).
No. 7. Audit papers are compiled for three principal purposes:
(1) As an assembly, for use in the preparation of the report, of:
(a) Data abstracted from the records being examined;
(b) Notes and documents indicating the nature and extent of the verifi­
cation of the records.
(2) For the use of accountants in charge, supervisors and principals in 
reviewing the work performed.
(3) As a permanent office record supporting and justifying the report 
rendered.
In general, audit papers (after the completion of the engage­
ment) include the rough draft of the report, a working trial 
balance, adjusting journal entries, schedules of subsidiary 
records, analyses of accounts, confirmations, copies or abstracts 
of contracts, abstracts of minutes and general notes.
No. 8. I t  is noted that we are engaged by the executor of the 
deceased partner, and not by the surviving members of the 
firm. In such circumstances, it may be necessary to exercise 
an exceptional degree of tact, particularly if restatements of 
asset values are recommended.
The following matters, other than those included in the 
usual periodical audit of the firm’s accounts, should be given 
consideration:
(1) Provisions in the partnership agreement relative to the procedure to be 
followed in the event of the death of a partner.
(2) Adjustment of asset values to a replacement or realizable basis.
The accepted accounting principles relative to writing up fixed assets, 
inventories, investments, etc., to market values in excess of cost, apply 
to going concerns. But a deceased partner’s interest should be valued 
as it would be if his share in the net assets were to be sold, and market 
values at the date of death should govern. Although excessive provisions 
for bad debts, depreciation and miscellaneous contingencies might, in 
the balance-sheet of a going concern, be condoned as a conservative 
procedure, their propriety is questionable when the balance-sheet is to 
be used as the basis for the settlement of a deceased partner’s estate.
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(3) Contracts in process of completion, and the deceased partner’s legal in­
terest, if  any, in the profits on such contracts.
(4) Valuation of the goodwill of the business.
No. 9. In the audit of sales, it is well for the auditor to bear in 
mind possible methods of manipulation, such as:
(1) Inflation of selling prices and quantities, especially of most recent sales.
(2) Treatment of consignments and approval shipments as sales.
(3) Sales records “held open” to include shipments of the following period.
Comparisons of sales by months should be made for the 
purpose of detecting manipulation which may occur, generally 
during the last month of the period. Any relative increase in 
the last month and decrease in the following month should be 
investigated.
Return sales, rebates, allowances and discounts should be 
considered in the audit of sales.
In the five cases given in the question, certain steps applica­
ble to all should be taken.
(1) All the duplicate sales invoices for the period should be accounted for.
(2) Substantial tests of invoice prices, extensions, and footings should be 
made.
(3) Invoices should be checked to the sales journal.
(4) Footings of the sales journal should be verified.
(5) Postings to the control account should be checked.
(6) A substantial number of postings to customers' accounts should be 
checked.
(7) A susbstantial number of invoices should be checked against the shipping 
records.
(8) Approval for return sales, rebates, allowances and discounts should be 
checked.
(9) Returned merchandise should be traced to the stock records.
  In addition to the steps outlined above, the auditor should, 
in the case of
(a) An automobile manufacturer, note the serial number of manufactured 
cars, which should be in stock or accounted for as sold. Serial numbers 
shown as sold could be traced to bills of lading.
(b) A bituminous coal dealer—check the sales to the record of car shipments.
(c) A manufacturer of heavy machine tools—trace through the cost records 
(frequently by serial numbers) to either the inventory or the shipping 
records.
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(d) A silk dress-goods manufacturer—check the sales record with the stock 
records kept by piece numbers or pattern numbers.
(e) A building contractor—check the sales records to the contracts, the 
cost records and the architects’ certificates showing the progress of the 
work and the amount due.
No. 10. Balance-sheet qualifications are of two general classes:
(1) Those which indicate that the auditor believes the balance-sheet to be, 
in certain particulars, false, misleading, or otherwise questionable. 
Such qualifications certainly reflect on the validity of the balance-sheet.
(2) Those which do not challenge the balance-sheet but merely indicate 
that certain portions of it were not verified by the auditor whose certifi­
cate is subscribed. Verifications or valuations may have been made by 
others; for instance, the accounts of a subsidiary may have been audited 
by another accountant, or the valuation of the fixed assets may have 
been determined by an appraiser. Or verification may have been 
omitted as beyond the specific limitations of the engagement.
The following qualified certificates are given as illustrations:
(a) We have audited the accounts of the Blank Company for the year ended 
December 31, 1926.
The inventories were verified as to computations and as to pricing at 
the lower of cost or market, but not as to quantities, which were certified 
by officers of the company as having been determined by physical count. 
We hereby certify that, in our opinion, subject to the foregoing qualifi­
cation, the accompanying statements fairly reflect the financial condi­
tion of the company at December 31, 1926, and the results of operations 
for the year ended that date.
(b) We have made an examination of the accounts of the Blank Company 
for the purpose of verifying its financial condition on December 3 1 , 1926, 
as reflected in the accompanying balance-sheet.
In accordance with the limitations of the engagement, we did not under­
take to verify the trade receivables by correspondence with the company’s 
debtors. Subject to the foregoing qualification, we hereby certify that, 
in our opinion, the above balance-sheet fairly reflects the financial con­
dition of the Blank Company on December 31, 1926.
A cco u n tin g , M ay, 1927. Part I. No. 1
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Note 1—Computation of average rate using known rates during 
the year.
Date Rate
Jan. 16..................... ....................... 0373
Feb. 2 0 ..................... ....................... 0356
Mar. 27 ..................... ....................... 0342
May 6 ..................... ....................... 0324
June 12..................... ....................... 0287
July 10..................... ....................... 0254
Aug. 14..................... ....................... 0275
Aug. 28 ..................... ....................... 0284
Oct. 16..................... ....................... 0286
Nov. 27 ..................... ....................... 0360
Dec. 12..................... ....................... 0379
.3520 ÷  11 =  .0320 the average rate
Note 2—The problem states that the merchandise invoiced to 
the French Company had a dollar billing value of $176,000.00. 
Presumably, the purchases shown by the French books include no 
other purchases (from outsiders); but as a precaution it is ad­
visable to prove this assumption, thus:
Conversion of merchandise invoiced into francs
Jan. 16....................................
Dollars
. .  $ 30,000.00
Rate
.0373
Francs
Fcs. 804,289.55
Mar. 27 .................................... 20,000.00 .0342 584,795.32
May 6 .................................... 50,000.00 .0324 1,543,209.88
Aug. 14.................................... 40,000.00 .0275 1,454,545.45
Oct. 16.................................... 36,000.00 .0286 1,258,741.26
$176,000.00 Fcs. 5,645,581.46
Note 3—
Furniture and fixtures— Francs Rate Dollars
Balance, January 1, 1926. 40,000.00 .037 $1,480.00
Additions during year---- 10,000.00 .032 320.00
Balance, December 31, 1926........ Fcs. 50,000.00 $1,800.00
Note 4—
Arlington Silk Mills— Francs Remarks Dollars
Balance, January 1, 1928............Fcs. 1,780,200.00 At Jan. 1 rate— .037 $ 65,867.40
Merchandise shipments............... 5,645,581.46 See Note 2 176,000.00
Total................................... Fcs. 7,425,781.46 $241,867.40
Less remittances...........................  5,000,000.00 See below 158,320.00
Balance, December 3 1 ,  1 9 2 6 .... Fcs. 2,425,781.46 $ 83,547.40
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Conversion of remittances into dollars
Feb. 20 .......................
Francs
................... Fcs. 500,000
Rate
.0356
Dollars 
$ 17,800.00
June 12.......................................... 1,000,000 .0287 28,700.00
July 10.......................................... 800,000 .0254 20,320.00
Aug. 28 ..................... .................... 1,000,000 .0284 28,400.00
Nov. 27 .......................................... 700,000 .0360 25,200.00
Dec. 12.......................................... 1,000,000 .0379 37,900.00
Fcs. 5,000,000 $158,320.00
Note 5—The problem does not state the exact method followed 
in determining the amount of the inventory on December 31, 
1926, so that it is not possible to state positively what rate should 
be used in converting the inventory into dollars. There are at 
least two possibilities which may be considered:
(1) The inventory may have been priced, first, at cost in dollars as shown 
by the original invoices, the amount of the inventory in dollars then 
being converted into francs at the rate of .039 prevailing at the date 
of the inventory.
If this was done, the re-conversion at the rate of .039 will result in 
a correct statement of the cost in dollars, except for the possible error 
resulting from applying the .039 rate to the freight charges, although 
the average rate during the year was only .032.
(2) If shipments were billed to the French Company in dollars and were 
converted into francs (at the rate prevailing at the date of the ship­
ment) for entry in the accounts, and if the inventory was priced in 
francs at the cost in francs determined as just stated, it would consist 
(on the first-in-first-out basis) of items which should be converted as 
follows:
Francs Rate Amount
Total..................................................................
Freight charges, etc.........................................
Merchandise.....................................................
Fcs. 1,412,000.00 
140,000.00
Fcs. 1,272,000.00 
. 1,258,741.26
.032 S 4,480.00
Entire shipment—Oct. 16 , 1926............... .0286 36,000.00
Portion of shipment—Aug. 14 , 1926........ Fcs. 13,258.74 .0275 364.62
Dollar value...................................... ................  *40,844.62
If  this is the basis which should be applied in the conversion of 
the inventory, the use of the current rate of .039 results in a con­
siderable anticipation of profit.
In this solution, the rate of .039 is used in converting the closing 
inventory for the following reasons:
(1) The opening inventory was converted at the current rate at the date 
thereof.
(2) The use of the current rate in converting current assets is in accord 
with standard accounting practice.
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(3) The method whereby the closing inventory was determined as 
1,412,000 francs is not known.
T he F rench Company
Statement of profit and loss for the year ended December 31, 1926
Sales.................................................................................. $247,360.00
Less—Cost of goods sold:
Inventory, January 1, 1926.................................... $ 38,850.00
Purchases...................................................................  176,000.00
Freight charges.......................................................... 18,560.00
Total.......................................................................  $233,410.00
Less—Inventory, December 31, 1926..................  55,068.00 178,342.00
Gross profit.....................................................................  $ 69,018.00
Less—Expenses:
Warehouse expenses................................................  $ 6,816.00
Salaries.......................................................................  15,168.00
General expense...................................................... . 9,792.00
Selling expense..........................................................  3,744.00 35,520.00
Net profit........................................................................  $ 33,498.00
T he F rench Company 
Balance-sheet—December 31, 1926
Assets
■ Cash........................................................................................................... $ 11,076.00
Accounts receivable................................................................................ 62,790.00
Merchandise inventory at invoice price plus freight, etc.............. 55,068.00
Furniture and fixtures...........................................................................  1,800.00
$130,734.00
Liabilities
Accounts payable.................................................................................... $ 2,878.20
Arlington Silk M ills............................................................................... 83,547.40
Capital stock................................................................................................. 3,700.00
Net profit for year ended December 31, 1926.................................  33,498.00
Reserve for exchange fluctuation.............................................................  7,110.40
$130,734.00
In order to take up the profits of the French Company the 
following journal entries would be made on the books of the 
Arlington Silk Mills:
Investment in French Company.......................  $33,498.00
French Company—Profit and loss............  $33,498.00
To take up the net profit for the year 
ended December 31, 1926, as shown by the 
statement of profit and loss of the French 
Company.
Investment in French Company.....................  7,110.40
Reserve for exchange fluctuation................ 7,110.40
To set up unrealized profit on exchange.
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In consolidating the statements of the two companies an ad­
justm ent should be made to eliminate the unrealized profit in­
cluded in the French inventory at the end of the year as a result of 
the practice of billing at cost plus 10%. The adjustment should 
apply to the merchandise element of the inventory only, and not 
to the freight and other charges. The amount of the adjustment 
may be computed as follows:
Inventory—including freight................................  Fcs. 1,412,000
Less freight................................................................ 140,000
B alan ce................................................................. Fcs. 1,272,000
Cost basis—100/110 of Fcs. 1,272,000................ 1,156,364
Inter-company profit..............................................  Fcs. 115,636
Converted at current rate...................................... .039
Inter-company profit............................................... $4,509.80
This adjustment requires the following entry:
French Company—Profit and loss.................  $4,509.80
Reserve for unrealized profit in French 
inventory.....................................................  $4,509.80
To eliminate unrealized profit in the 
inventory resulting from billing at cost 
plus 10%
I t  should be understood that this entry (although perhaps the best 
adjustment that can be made with the information available) does not 
reduce the French inventory to cost i f  the inventory was valued in 
francs on the first-in-first-out basis discussed above, because of the use 
of the current rate of .039 although (as shown by the schedule of mer­
chandise invoiced in the problem) the rates prevailing at the dates of 
shipment were in all cases less than .039.
Whether or not a similar adjustment should be made with 
respect to the inventory at the beginning of 1926 is difficult to 
determine. The problem states that “during the year . . . mer­
chandise was billed at 10% above cost,” but it does not state that 
a similar practice was followed in prior years when a branch rela­
tionship existed.
Accounting, May, 1927. Part I. No. 2
In determining the total price paid by the Kroy Manufacturing 
Company for the assets of the Pioneer Development Company, 
should the common stock issued by Kroy as a part of the con­
sideration be valued at par or at market price?
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We are using the market value of the stock in this solution 
because the income tax chargeable to Pioneer on the profit result­
ing from the sale would presumably be computed on the basis of 
valuing the Kroy stock received at its market price.
The difference between the two totals ($4,159,761.33 on the 
basis of valuing the stock at par, and $4,522,261.33 on the basis of 
valuing the stock at its market price) is $362,500.00. On the 
books of Kroy Manufacturing Company, this $362,500.00 will be 
credited to premium on capital stock and added to the goodwill. 
This is done so that the entries on the books of both companies 
shall reflect the same total consideration for the purchase. I t  is 
recognized that the credit to premium on stock with an offsetting 
debit to goodwill is subject to the charge of not being conserva­
tive. However, we think that it is justifiable here since an alterna­
tive procedure (selling the stock for cash at the market value and 
paying the Pioneer Company in cash) would produce the same 
result and would not be subject to question.
Journal entries on books of Kroy Manufacturing Company 
(All dated December 31, 1925)
(1)
Cash........................... . ................................................
Notes receivable........................................................
Accounts receivable..................................................
Raw materials and supplies....................................
Manufactured goods and goods in process..........
Prepaid expenses........................................................
Land.............................................................................
Buildings......................................................................
Machinery and equipment......................................
Office furniture and fixtures....................................
Patents.........................................................................
Goodwill.......................................................................
Reserve for depreciation.....................................
Reserve for bad debts..........................................
Pioneer Development Company, vendor........
To record the purchase of all the assets of 
the Pioneer Development Company for a total 
consideration of $4,522,261.33 as follows:
Cash............................................ $1,643,750.00
Common stock of this com­
pany (14,500 shares)..........  1,812,500.00
Liabilities assumed.................  1,066,011.33
$ 79,592.81 
153,460.23 
495,816.44 
173,651.83 
393,598.17 
15,876.29 
123,978.15 
571,836.32 
929,117.19 
17,824.01 
500,000.00
1,299,499.43
221,834.65
10,154.89
4,522,261.33
$4,522,261.33
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(2)
Pioneer Development Company, vendor............ $1,066,011.33  
Notes payable........................................................ $
Accounts payable................................................
Accrued interest, state and local taxes............
Accrued wages.......................................................
Federal taxes for 1925.........................................
First mortgage 6%  bonds (Due April 30,
1927)...............................................................
To record the assumption of liabilities of
Pioneer Development Company, as part of con­
sideration in the acquisition of the assets of that 
company.
(3)
Pioneer Development Company, vendor.............$3,456,250
Cash.........................................................................
Capital stock, common.......................................
Premium on capital stock..................................
To record payment of cash and issue of
14,500 shares of common stock as part of con­
sideration in acquisition of the assets of the 
Pioneer Development Company.
(4)
Branch current account...........................................  $1,301,840.88
Reserve for bad debts..............................................  10,154.89
Raw materials and supplies...............................  $
Manufactured goods and goods in process. . .
Accounts receivable.............................................
Notes receivable...................................................
Prepaid expenses...................................................
Cash.........................................................................
To open account with branch operating the 
plant acquired from Pioneer Development
Company.
(Assuming that fixed assets are carried on 
home office books and that current assets ac­
quired from Pioneer Development Company are 
carried on branch books.)
175,000.00
214,014.32
25,648.19
3,519.26
47,829.56
600,000.00
00
$1,643,750.00
1,450,000.00
362,500.00
173,651.83
393,598.17
495,816.44
153,460.23
15,876.29
79,592.81
Journal entries on books of Pioneer Development Company December 3 1 , 1925
(1)
Kroy Manufacturing Company, vendee.............$4,522,261.33
Reserve for depreciation..........................................  221,834.65
Reserve for bad debts..............................................  10,154.89
Cash......................................................................... $ 79,592.81
Notes receivable...................................................  153,460.23
22 A N S W E R S
Accounts receivable.............................................  $ 495,816
Raw materials and supplies...............................  173,651
Manufactured goods and goods in process.. .  393,598
Prepaid expenses..................................................  15,876
Land...................................................................................  123,978
Buildings................................................................  571,836
Machinery and equipment.................................  929,117
Office furniture and fixtures............................... 17,824
Patents.................................................................... 500,000
Goodwill.................................................................  750,000
Capital surplus...................................................... 549,499
To record sale to Kroy Manufacturing 
Company, vendee, of all the assets of this com­
pany for a total consideration of $4,522,261.33 
and to credit to capital surplus the excess of the 
consideration over the book value of the assets.
44
83
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(2)
Notes payable............................................................  $
Accounts payable......................................................
Accrued interest, state and local taxes................
Accrued wages...........................................................
Federal income taxes payable for 1925................
First mortgage 6% bonds.......................................
Kroy Manufacturing Company, vendee........
To record the assumption by the Kroy
Manufacturing Company, vendee, of all liabili­
ties of this company, except federal taxes for the 
years prior to 1925, as part of the agreed consid­
eration in the sale of the assets as shown by the 
preceding entry.
(3)
175,000.00
214,014.32
25,648.19
3,519.26
47,829.56
600,000.00
$1,066,011 33
Cash............................................................................. $1,643,750.00
Capital stock of Kroy Manufacturing Company 1,812,500.00
Kroy Manufacturing Company, vendee........  $3,456,250 00
To record the receipt of cash and 14,500 
shares common stock of Kroy Manufacturing 
Company in accordance with terms of agree­
ment for sale of the assets of this company.
(Date of following entries not stated)
(4)
Federal taxes for years prior to 1925...................  $83,012.34
C a sh .....................................................................  $83,012
To record the payment of federal taxes 
assessed for years prior to 1925. (It is assumed 
that this payment includes interest, if  any.)
34
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(5)
Expenses of liquidation............................................
Cash........................................................................
To record the payment of expenses of
liquidation.
(6)
Earned surplus...........................................................
Expenses of liquidation.......................................
To charge to earned surplus the expenses of
liquidation.
(7)
Reserve for decline in market of manufactured 
product...................................................................
General reserve..........................................................
Earned surplus......................................................
To restore to earned surplus the amount of 
reserves previously created by charges to (pre­
sumably) earned surplus.
(8)
Capital stock, preferred...........................................$1,000,000
Premium on preferred stock retired.....................  100,000
Cash........................................................................
To record retirement of entire amount of 
preferred stock outstanding at a premium of 
10%. (It is assumed that there are no accumu­
lated dividends which must be paid.)
$6,162.66
$6,162.66
$6,162.66
$6,162.66
$35,000.00
75,000.00
$110,000.00
00
00
$1,100,000.00
(9)
Capital surplus......................................................  $100,000.00
Premium on preferred stock retired................. $100,000.00
To charge to capital surplus premium paid 
on preferred stock retired.
(10)
Cash............................................................................. $1,812,500.00
Capital stock of Kroy Manufacturing Com­
pany................................................................ $1,812,500.00
To record sale of capital stock of the Kroy
Manufacturing Company.
(11)
Stockholders............................................................... $2,267,075.00
Cash........................ ...............................................  $2,267,075.00
To record payment to stockholders as final 
and complete distribution of the remaining as­
sets of the company.
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(12)
Capital stock, common...............................................$1,087,500.00
Capital surplus........................................................... 718,418.48
Earned surplus...................................   461,156.52
Stockholders..........................................................  $2,267,075.00
To record closing of capital stock and sur­
plus accounts as a result of the liquidation of 
the company and distribution to stockholders.
If Kroy Manufacturing Company stock is to be distributed the following 
entry would replace entries (10) and (11) above
Stockholders............................................................... $2,267,075.00
Cash......................................................................... $ 454,575.00
Capital stock of Kroy Manufacturing Com­
pany...............................................................  1,812,500.00
To record distribution to stockholders of all 
remaining assets of the company consisting of 
common capital stock of the Kroy Manufac­
turing Company and cash.
Ledger Accounts
(References are to numbers of journal entries) 
Kroy Manufacturing Company
1925
Dec. 31 (1) $4,522,261.33
1925 
Dec. 31
31
(2)
(3)
$1,066,011.33
3,456,250.00
4,522,261.33 4,522,261.33
Stockholders
1926 1926
? (11) $2,267,075.00 ? (12) $2,267,075.00
2,267,075.00 2,267,075.00
 
Cash
1925 1925
Dec. 31 Balance $ 79,592.81 Dec. 31 (1) $ 79,592.81
31 (3) 1,643,750.00 ? (4) 83,012.34
? (10) 1,812,500.00 ? (5) 6,162.66
? (8) 1,100,000.00
? (11) 2,267,075.00
$3,535,842.81 $3,535,842.81
Accounting, May, 1927. Part I. No. 3
Dear Sir:
I t  is, of course, impossible for us to tell you, from the data sub­
mitted, why the departmental percentages of profit decreased. 
I t  might be advisable to check the inventory taken at mid-year, 
as any overstatement of the inventory on that date would have
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caused an overstatement in the profits of the first half year and a 
corresponding understatement of the profits of the second half 
year.
However, there is no reason to believe that the profits for the 
two periods were mis-stated, because the increase in profit can be 
accounted for by two causes, namely: (1) an increase in the total 
sales and (2) an increase in the average rate of profit of the busi­
ness as a whole. These facts are shown below:
Sales Net profit
Second half year....................  $72,840.00 $6,735.40
First half year........................... 68,970.00 6,085.20
Increase.....................   $ 3,870.00 $ 650.20
Average 
per cent of
net profit 
9.247%  
8.823 
.424%
The question naturally arises: How could the average rate of 
gross profit increase from 8.823% to 9.247% when every depart­
ment rate decreased? This was caused by increases in the sales of 
high profit departments and decreases in the sales of low profit 
departments.
The benefit resulting from the shifts in sales from low-rate to 
high-rate departments was somewhat offset by the decrease in 
the gross profit rates of all departments.
Statement Showing Shifts in Sales Volume from Low-Profit to High-Profit Departments, 
and Decreases in Departmental Gross Profit Rates 
(Departments Listed in Order of Gross Profit Rate)
Percent of total Rate of
Department
Sales
First
half
year
Second
half
year
sales gross profit
First
half
year
Second
half
year
First 
  half 
year
Second
half
year
E ...................................... $10,920 $15,830 15.83% 21.73% 12.25% 12.00%
A ..................................... 8,750 19,120 12.69 26 .25 11.00 10.00
D ..................................... 8,250 18,940 11.96 26 .00 15.00 9.50
B ..................................... 19,800 10,870 28.71 14.93 7.50 7.00
C...................................... 21,250 8,080 30.81 11.09 5.00 4.50
Totals and averages....... $68,970 $72,840 100.00% 100.00% 8.82% 9.25%
I t will be noted that the gross profit rates of departments E, A 
and D were higher than the average rates in each half year and 
that the proportion of business increased in these departments 
during the second half year. The other two departments have 
low gross profit rates, and the business in these departments 
decreased.
Yours truly,
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Accounting, May, 1927. Part I. No. 4
(1) Assuming that the direct labor basis is a proper one for the 
apportionment of overhead, that the factory burden shown by 
the accounts contains no items not properly chargeable thereto, 
and that the cost records are in other respects correct, it is 
apparent that the cost of goods manufactured during the year 
has been understated by the failure to absorb the entire manu­
facturing expense. The cost of the finished goods and goods-in- 
process inventories should be re-computed by using a higher rate 
of overhead. This re-computed cost should be compared with the 
market value, and the lower of the two should be used in the 
balance-sheet.
(2) The inventory costs should be readjusted by determining 
the rate which would absorb the total burden for the year, and by 
applying this rate to the direct labor charges shown by the 
detailed job-cost records to determine the over-head charge to be 
included in the inventories in place of the amounts actually in­
cluded. The adjusted values should then be compared with 
market values, and the lower of the two values should be used.
(3) The adjustment of the inventory (and of the cost of sales) 
would be made by an entry debiting the inventory accounts with 
the additional overhead charges computed in (2), debiting cost of 
sales with the remainder of the unabsorbed overhead, and credit­
ing manufacturing expense applied with the total.
Accounting, May, 1927. Part I. No. 5
No interest rate is given in the problem, and an arbitrary rate of 
5 per cent. is used to arrive at the amount of deductible interest.
Schedule of amortization of bond discount and expenses, and interest paid
Year ended
Bonds
outstanding Fraction
Discount
and
expense
amortized
Interest 
at 5% 
per annum
Total bond 
discount 
and
interest
deductible
December 31, 1927. . .  $ 300,000.00 300/1840 $ 5,380.43 $15,000.00 $ 20,380.43
December 31, 1928. 290,000.00 290/1840 5,201.09 14,500.00 19,701.09
December 31, 1929. 275,000.00 275/1840 4,932.07 13,750.00 18,682.07
December 31, 1930. 255,000.00 255/1840 4,573.37 12,750.00 17,323.37
December 31, 1931. 230,000.00 230/1840 4,125.00 11,500.00 15,625.00
December 31, 1932. 200,000.00 200/1840 3,586 .95 10,000.00 13,586.95
December 31, 1933. 165,000.00 165/1840 2,959.24 8,250.00 11,209.24
December 31, 1934. 125,000.00 125/1840 2,241.85   6,250,00 8,491.85
$1,840,000.00 1840/1840 $33,000.00 $92,000.00 $125,000.00
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The method used appears to be sanctioned for income-tax pur­
poses by G. C. M. 3832.
Accounting, May, 1927. Part I. No. 6
Is the extra compensation to be regarded as an expense in de­
termining the basis of the profit? That is: Is the extra compensa­
tion to be
5% of ($95,000—the tax), or
5% of ($95,000 —the tax—the compensation)?
The problem states that the net book profit for the year before 
tax and extra compensation was $95,000; it also states that each 
bonus is to be 2½ % of the net book profit after providing for 
federal income tax. This seems to state clearly that the bonuses 
are to be 2½ % of ($95,000 — the tax). If  the alternative basis had 
been meant, the problem would have stated that each bonus was 
to be 2½ % of the net book profit after providing for the tax and 
for the bonuses.
Let B =  Total bonuses (2 at 2½ %) 
and let T  =  Tax (the rate for 1926 was 13½ %)
(1) 5  =  .05 ($95,000 -  T)
(2) 205 =  $95,000 -  T
Since the deductions not allowable for taxes were $5,000.00,
(3) T =  . 135 ($95,000 +  $5,000 -  5 )
(4) T  =  $13,500 -  .1355 .
(5) .1355 -  $13,500 -  T  
Subtracting
(2) 20. 5  =  $95,000 -  T
(5) .1355 =  $13,500 — T
(6) 19.8655 = $81,500
(7) 5  =  4,102.69, and each bonus is $2,051.35
(4) T  =  $13,500.00 -  .1355
=  $13,500.00 -  (.135 X $4,102.69)
=  $13,500.00 -  $553.86 
-  $12,946.14
Proof
Method I:
(4) 5  -  $4,750 -  .05T
5  =  $4,750 -  .05 X $12,946.14 
5  =  $4,750 -  $647.31 
5  =  $4,102.69
Method II:
Computation of tax:
Net book profit before deducting tax and bonus..................  $ 95,000.00
Add unallowable deductions......................................................  5,000.00
T otal..........................................................................................  $100,000 00
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Deduct bonus:
Manager of sales department..........................  $2,051.35
Manager of production department...............  2,051.35 $4 ,102 .70
Taxable net income......................................................................  $95 897.30
Multiply by....................................................................................  13½ %
Tax...................................................................................................  $12,946.14
Computation of bonus:
Net book profit before deducting tax and bonus..................  $95,000.00
Deduct tax...................................................................................... 12,946.14
  Profit subject to bonus................................................................  $82,053.86
Multiply by (2 X 2½ %)............................................................ 5%
Bonus...............................................................................................  $ 4,102.70
I f  the bonuses are to be regarded as an expense in determining the 
basis of the bonuses, the solution will be:
(1) B -  .05  ($95,000 - B - T )
(2) 20B =  $95,000 -  B - T
{3) 21B =  $95,000 -  T
(4) T  =  .135 ($95,000 +  $5,000 -  B)
(5) T  =.$13,500 -  .135B
(6) .135B =  $13,500 -  T
(3) 21. B =  $95,000 -  T
(6) Subtract .135B =  13,500 -  T
(7) 20.865B =  $81,500
(8) B =  3,906.06, and each bonus is $1,953.03
(5) T  =  $13,500 -  .135B
=  $13,500 -  ( .135 X  $3,906.06)
=  $13,500 -  $527.32 
=  $12,972.68
Proof:
(6) .135B =  $13,500 -  T
.135B =  $13,500.00 -  $12,972.68 
.135B =  $527.32
B =  $3,906.07
Commercial Law, May, 1927.
No. 1. Contract between A and B dated July 15, 1927: A promises 
to sell to B 1,000 dozen Gillette Safety Razor blades at fifty 
cents a dozen to be delivered at B’s factory August 1, 1927. 
B promises to buy from A 1,000 dozen Gillette Safety Razor 
blades at fifty cents a dozen, payment to be on delivery at B’s 
factory August 1, 1927 (Signed) A. B. This contract contains 
consideration on both sides, to wit, the promise to sell and the 
promise to buy. The terms of the contract relating to subject 
m atter, date, price and payments are definite and certain. 
Contract has a lawful object.
No. 2. A seller may ship goods to a purchaser retaining title in 
himself until the purchase price is paid by consigning the 
property to his own order with directions to notify the pur­
chaser and by sending to a bank where the purchaser is situated 
a draft with endorsed bill of lading attached and instructions 
requiring payment of the draft before the bill of lading is 
delivered. Upon payment of the draft and delivery of the bill 
of lading to the purchaser, title passes to the purchaser.
No. 3. At common law Allen could recover. A seal imports con­
sideration, and as every offer is a promise, it follows that if a 
seal is put upon an offer it becomes a binding promise. Shear­
man, therefore, could not revoke his offer and it remained out­
standing when Allen accepted. In many states the common- 
law effect of seals has been changed by statutes so that the 
decision will be otherwise.
No. 4. I shall attem pt to answer this question only from the 
viewpoint of whether the contract may be enforced against the 
bankrupt assignor; otherwise I would have to write a book: A. 
After a bankrupt receives a discharge, contracts made before 
bankruptcy ordinarily can not be enforced against him. The 
bankruptcy ordinarily operates as an anticipatory breach of 
the contract. The cause of action arising from such a breach 
is a probable debt and is therefore extinguished by the dis­
charge. B. An assignment for the benefit of creditors does not 
affect the contractual rights between the assignor and third 
persons not parties to the instrument of assignment and who 
have not expressly or impliedly assented thereto. It does not 
ordinarily operate per se as a breach thereof,
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No. 5. This is a negotiable instrument. Under the uniform ne­
gotiable instruments law an unqualified order to pay is un­
conditional, though coupled with an indication of the particular 
account to be debited with the amount.
No. 6. A negotiable instrument must not contain an order or 
promise to do any act in addition to the payment of money. 
But the negotiable character of an instrument otherwise ne­
gotiable is not affected by a provision which
First. Authorizes the sale of collateral securities in case the instrument be 
not paid at maturity; or,
Second. Authorizes a confession of judgment if the instrument be not paid 
at maturity; or,
Third. Waives the benefit of any law intended for the advantage or protec­
tion of the obligor; or,
Fourth. Gives the holder an election to require something to be done in lieu 
of payment of money.
But nothing in this section shall validate any provision or stipulation other­
wise illegal.
No. 7. The money belongs to Moore. The first negotiation being 
by restrictive endorsement operates as notice to all persons 
that the endorser has not parted with title to the instrument 
but merely constituted the endorsee his agent for collection, 
and any subsequent holder taking the instrument from the 
endorsee will be liable as trustee for the real owner when the 
proceeds are collected.
No. 8. A holder who derives his title through a holder in due 
course and who is not himself a party to any fraud or illegality 
affecting the instruments has all the rights of such former holder 
in respect of all parties prior to the latter. This rule is necessary 
to protect the first holder in due course. Otherwise, the value 
of the instrument in his hands would be impaired.
No. 9. The defense is not good. The corporation having re­
ceived the benefits of the contract will not be excused on the 
plea of ultra vires where the contract is not wrong per se. 
Although X might have guessed that the Y Fire Insurance 
Company was for fire insurance only and had no power to give 
wind or tornado insurance, this would not necessarily be so, 
and it would impede business too much to require persons 
dealing with corporations to learn the exact extent of their 
corporate powers.
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No. 10. Where there is a statute authorizing the formation of a 
corporation and there is an effort in good faith to organize a 
corporation thereunder and corporate functions are assumed 
and exercised, the organization becomes a corporation de 
facto although some of the requirements of the statute may not 
have been complied with. As a general rule the legal existence 
of such corporation can not be inquired into collaterally but 
can only be questioned by the state. A corporation de jure 
is one where all the essential requirements of the statute have 
been complied with. It is a corporation in law as well as in 
fact and has a right to corporate existence even as against the 
state.
No. 11. The corporation can not recover from B or C since they 
are not partners of A. An agreement to lend money to a 
person engaged in business under an agreement whereby 
interest is to be paid equal to five per cent. of the net profits 
of the business for one year does not make the parties partners. 
The absence of any right of control which is an incident of 
partnership would indicate that no partnership was intended, 
as would the fact that the $10,000 was to be returned at the 
end of the year and the further fact that there was no agree­
ment on the part of B and C to share in losses.
No. 12. The risk of financial loss in entering into an ordinary 
partnership is practically unlimited. Each partner is personally 
and individually liable for the entire amount of all partnership 
obligations whether arising from contract or tort. The indi­
vidual property of a partner may be taken to satisfy the part­
nership debt. One partner may bind the partnership to obliga­
tions which will result in losses to the other partner. One part­
ner or an employee may commit torts which will result in 
losses to the other partner. Among the risks that I would con­
sider important for careful consideration would be the ca­
pacity, honesty, record, health, age, family connections, asso­
ciations, religion, nationality, color, appearance and disposi­
tion of my proposed partner.
No. 13. If  trading in stocks was the trade or business regularly 
carried on by A, the net loss may be carried into subsequent 
years. But if the stockbroker’s regular business was only to 
buy and sell for customers on commission (which is the ordi-
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nary legitimate business of a “stockbroker” as distinguished 
from a “ trader”) no net loss would be allowed which could be 
used as a deduction in subsequent years.
No. 14. This is not a proper deduction for income-tax purposes 
for the year 1926. The sum should be capitalized and spread 
over the term of the lease, deducting $5,000 each year of the 
five-year term.
4
Accounting, May, 1927. Part II. No. 1
Before preparing the statement of estimated net income and
expense, it is advisable to prepare schedules showing the esti­
mated premium income and the estimated commissions.
F ir s  Insurance Company
Statement Showing Distribution of Estimated Premium Income 
(000 omitted)
Schedule 1
First year.
Second year. . .
Third year,.
Fourth year. . ,
Fifth year.
Year
1..
2 ..
3 . .
4 ..
5 . .
Total premiums
One- Three- Five-
year year year Apportionment of income to years
policies policies policies 1926 1927 1928 1929 1930 Subsequent
120
120
60 60
20 40 40 20
120 12 24 24 24 24 12
Earned 92
150 75 75
150 25 50 50 25
150 15 30 30 30 45
Earned 239
210 105 105
210 35 70 70 35
210 21 42 42 105
Earned 380
210 105 105
210 35 70 105
210 21 42 147
Earned 502
210 105 105
210 35 175
210 21 189
Earned 569
E stimated Commissions Schedule 2
Commission
Premiums
$360,000.00
450,000.00
630,000.00
630,000.00
630,000.00
25%
$ 90,000.00
112,500.00
157,500.00
157,500.00
157,500.00
Commissions due agents are computed on the amount of the 
premiums paid for insurance and are deducted by the agents in 
their statements of account and remittances sent to the companies 
writing the insurance. These commissions are considered by the 
companies as an expense at the date when the policies are written, 
and no attem pt is made to defer this cost over the life of the policies.
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In  addition to the estimate of income and expense (exhibit “A ”), 
the candidate is required to show “how much higher a ratio than 50%  
the company could bear each year without impairing its capital.” 
These ratios, or percentages, presented in exhibit “B,” are obtained 
by applying the annual net income or loss, shown in exhibit “A ” to 
the surplus account at the beginning of each year to obtain the year- 
end surplus, which in turn is divided by the annual premium income 
earned.
Exhibit B
Statement Showing the E stimated Additional F ire Loss Ratio Possible
Surplus at Net income Surplus at Premium
Additional
possible
beginning or net loss* end income fire loss
Year of year for year of year earned ratio
First.................. $250,000.00 $104,000.00* $146,000.00 $ 92,000.00 158.70%
Second.............. 146,000.00 43,000.00* 103,000.00 239,000.00 43.10
Third................  103,000.00 7,500.00* 95,500.00 380,000.00 25.13
Fourth.............. 95,500.00 53,500.00 149,000.00 502,000.00 29.68
Fifth.................  149,000.00 87,000.00 236,000.00 569,000.00 41.48
Accounting, May, 1927. Part II. No. 2
The following comments and adjusting entries are cross- 
referenced by numbers to the paragraphs in the problem con­
taining the information on which the adjustments are based.
(1) As the balance-sheet will show a deficit, there is some question as to the 
legality of the dividend declared on December 2 0 , 1926. Inasmuch, however, as 
the declaration was made, it should be recorded.
Surplus.......................................................... $50,000.00
Dividends payable................................ $50,000.00
To record dividend of 5% on out­
standing stock declared by the board of 
directors December 20, 1926, payable 
January 2, 1927.
(2) The problem does not state what account was charged, as of December 
31, 1926, with the $6,739.00 of wage payments. We assume, however, that it 
was an accrued wages account, which we therefore restore as a liability in the 
following entry:
Cash in banks and on hand..................... $53,775.00
Accounts payable.................................. $47,036.00
Accrued wages.......................................  6,739.00
To correct error in entering as of
December 31, 1926, cheques drawn 
during the first ten days of January,
1927.
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(3) Accounts receivable—trade..................  $10,642.00
Due from employees...............................  20,000.00
Cash in banks and on hand............. $30,642.00
To reverse entries for cash re­
ceived in January but recorded as of 
December 3 1 , 1926.
(4) Interest on bonds....................................
Accrued interest payable..................
To accrue bond interest payable 
January 1, 1927.
15,000.00
15,000.00
(5) Since the asset values were increased as a result of the appraisal, the 
depreciation rates should have been correspondingly increased so as to write off 
the new values by the end of the life of the assets. Since the depreciation rates 
were decreased 50% to keep the depreciation charge the same as before, the 
values after the appraisal must have been twice the values before the appraisal.
Depreciation expense................................  $30,807.00
Reserve for depreciation.....................  $30,807.00
To correct the error of computing 
depreciation without giving considera­
tion to the increased book values of the 
fixed assets.
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The ships not in service should be transferred from the ships 
account to another account, and a reserve should be provided for 
the prospective loss on their disposal. The losses on the Issoquah, 
Dawson and Mermaid were definitely determined by their sale. 
The scrap value of the Juneau and Skagway is stated. The prob­
lem states that all of the old equipment was offered for sale; this 
presumably includes the Klondike. While the Klondike has not 
been sold, the amount realized for the Issoquah, a sister ship, may 
be accepted as an indication of its realizable value.
Ships not in service.......................................................  $165,000.00
Reserve for depreciation..............................................  7,000.00
Capital surplus...............................................................  25,000.00
Surplus.............................................................................  89,500.00
Reserve for depreciation—ships not in service $121,500.00
Ships............................................................. .. ...........  165,000.00
To transfer the gross book value of ships not in
service to a special account, and to set up a reserve
for the prospective loss of $121,500.00 ($7,000.00
already provided for in depreciation reserve plus
$114,500.00 not provided for—per schedule) by
transfer of the reserve for depreciation already pro­
vided, by charge to capital surplus for the amount
of surplus available in that account, and by charge
to surplus (deficit) for the remainder.
The increase in the appraised value of the new ships (which is 
an unrealized profit) should not be offset against the loss im­
mediately in prospect on the old ships.
(7) Nets....................................................................... $20,146.00
Advances to fishermen..................................  $20,146.00
To transfer to nets account charges for nets 
lent to fishermen.
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Arctic F isheries Corporation 
Balance-sheet—December 31, 1928
Assets
Current Assets:
Cash in bank and on hand.......................... $ 190,296.00
Accounts receivable—trade......................... $151,622.00
Less reserve for bad debts....................  11,646 .00 139,976.00
Advances to fishermen.................................  46,819.00
Inventories:
Canned salmon........................................ $102,412.00
Supplies..................................................... 25,615.00 128,027.00 $ 505,118.00
Non-current receivables—salesmen and employees........................................... 20,000.00
Fixed assets:
Real estate...................................................... $ 122,500.00
Buildings.........................................................  $518,213.00
Equipment—including nets........................  345,483.00
Total.....................................................  $863,696.00
Less reserve for depreciation................  54,614.00 809,082.00
Ships (appraised value $425,000.00)—at cost................. 165,000.00 1,096,582.00
Ships not in service—at estimated scrap or realizable value. 43,500.00
Labels, trademarks, etc..............................................................  24,000.00
$1,689,200.00
Liabilities and net worth
Current liabilities:
Accounts payable—trade.....................................................  $ 174,356.00
Accrued taxes...............................................................................  14,219.00
Accrued wages.......................   6,739.00
Accrued bond interest........................................................... 15,000.00
Dividends payable....................................................................... 50,000.00 $ 260,314.00
Deferred liabilities:
Bonded municipal assessments...........................................  12,500.00
Six per cent. gold bonds payable.............................................. 500,000.00
Net worth:
Capital stock..........................................................................  $1,000,000.00
Less deficit—before adjustment of ships to appraisal
valuation...........................................................................  83,614.00 916,386.00
$1,689,200.00
Comments
The trust deed securing the bond issue requires that net current 
assets of $250,000.00 and a current ratio of at least 2 to 1 be 
maintained. The company is in default under these provisions.
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Current assets....................................................  $505,118.00
Current liabilities..............................................  260,314.00
Net current assets............................................  $244,804.00
Current ratio—1.94 to 1.................................
The dividend should not have been declared, because the com­
pany has a deficit, and because the $50,000.00 dividend liability 
produces a current position which violates the indenture.
Accounting, May, 1927. Part II. No. 3
I t is believed that the following balance-sheet presents the 
financial condition of the Sabine Corporation more clearly and 
somewhat more correctly than the one prepared by the company.
Sabine  C orporation
Balance-sheet, December 31, 1926
Assets
Current assets:
Cash............................................... $ 23,000.00
Accounts receivable—
customers................................. $147,500.00
Less: Reserve for bad debts. . . 2,500.00 145,000.00
Inventories (at cost):
Manufactured goods and
goods in process................. $167,000.00
Raw materials and supplies. . 95,000.00 262,000.00 $ 430,000.00
Prepaid expenses.............................. 1,700.00
Fixed assets:
Land............................................... $ 75,000.00
Buildings, machinery and
equipment:
Buildings.................................. $325,000.00
Machinery and equipment.. 560,000.00
T otal.................................... $885,000.00
Less: Reserve for deprecia­
tion....................................... 210,000.00 675,000.00 750,000.00
$1,181,700.00
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Liabilities and net worth
Current liabilities:
Notes payable—bank.................
Accounts payable— trade...........
Accrued interest and state taxes
$125,000.00
204,200.00
7,500.00 $ 336,700.00
Net worth:
Preferred stock—6% cumula­
tive; preferred as to assets 
and dividends; authorized 
and issued 3,000 shares of
$100.00 par value....................  $300,000.00
Common stock—authorized and 
issued, 7,500 shares of $100.00 
par value..................................  $750,000.00
Less deficit....................................  205,000.00 545,000.00 845,000.00
$1,181,700.00
N ote: Dividends in arrears on the preferred stock at December 31, 1926, 
amounted to $18,000.00 representing the dividends payable June 30 and 
December 31, 1926.
The most important change in the balance-sheet is, of course, 
in the presentation of the details of the net worth of the com­
pany. The existence of the deficit is a fact of major importance 
that is not shown by the balance-sheet prepared by the company. 
Since the preferred stock is preferred as to capital as well as to 
dividends, the deficit does not impair the preferred stockholders’ 
equity; the entire deficit is therefore deducted from the common 
stock.
Furthermore, the way in which the “stockholders’ equity” and 
the reserve for contingencies are shown in that statement is such 
as to give an impression of financial strength and the appearance 
of an extra margin of safety in the shape of the reserve which are 
not supported by the facts in the case.
I t  is assumed that the reserve for contingencies is one of a 
general nature which has been created as the result of an appro­
priation of surplus by formal resolution of the board of directors. 
There may be some question as to the propriety of eliminating 
this reserve from the balance-sheet in the absence of formal action 
on the part of the board of directors directing that the amount of
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the reserve be returned to surplus account. But it would seem of 
much more questionable propriety to show such a reserve under 
conditions making such a showing misleading to the reader of the 
balance-sheet. While the reserve may be left as it is and the 
deficit correspondingly increased, there is, in fact, no reserve 
for contingencies in the sense that the inclusion of the item in the 
balance-sheet would indicate, namely, an excess of surplus avail­
able for the absorption of possible losses or costs of an unfore­
seen nature.
In addition to the changes in the form of the balance-sheet, 
there should be some investigation, and perhaps comment, in 
regard to the following;
(1) Whether the market value of the inventories, if ascertainable, is lower 
or higher than cost and, if lower, the reason for stating them at cost.
(2) Whether it is possible to show separately the amounts of the inven­
tory of raw materials and the inventory of supplies and whether sup­
plies may not be more appropriately included with prepaid expenses.
(3) Whether it is possible to separate the inventory of manufactured 
goods from that of goods in process.
(4) Whether it is possible to ascertain the amounts of the reserve for de­
preciation applicable, respectively, to buildings and to machinery 
and equipment.
Accounting, May, 1927. Part II. No. 4
The problem asks for “accounts showing the distribution of the 
net earnings”—we assume that a profit-and-loss statement will 
meet this requirement.
The following working papers are set up to determine the 
account balances at the end of the year before closing the profit- 
and-loss account.
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Exhibit “ B”
J ,  K , L  AND M
Statement of partners' capital accounts for the year ended December 31, 1926
J K L M Together
Balance, January 1 ,  1926 ... $12,600.00 $ 9,000.00 $ 9,000.00 $ 5,400.00 $36,000.00 
Distribution of net earnings
(exhibit “A”):
On basis of preferential
claims.........................  3,500.00 2,500.00 3,125.00 1,875.00 11,000.00
Balance of net earnings.. 11,033.75 7,881.25 7,881.25 4,728.75 31,525.00
Total........................... $27,133.75 $19,381.25 $20,006.25 $12,003.75 $78,525.00
Deduct:
Loss on collection of orig­
inal accounts receiv­
able.............................  $ 326.67 $ 233.33 $ 137.50 $ 82.50 $ 780.00
Drawings..........................  5,000.00 6,000.00 3,000.00 4,000.00 18,000.00
Total...........................  $ 5,326.67 $ 6,233.33 $ 3,137.50 $4,082.50 $18,780.00
Balance. December 31, 1926 $21,807.08 $13,147.92 $16,868.75 $7,921.25 $59,745.00
Exhibit “ C”
J , K , L , AND M
Balance-sheet, December 31, 1926 
Assets
Current assets:
Cash.............................................................................  $34,720.00
Accounts receivable.................................................. 15,000.00
Capital assets:
Furniture..........................................................
Less: Reserve for depreciation...............
......... $8,500.00
......... 1,275.00 7,225.00
Law library......................................................
Less: Reserve for depreciation...............
......... $4,000.00
......... 1,200.00 2,800.00
$59,745.00
Net worth
Capital accounts (exhibit “ B”):
J ................................................................................ . .  $21,807.08
K .............................................................................. 13,147.92
L............................................................................... 16,868.75
M.............................................................................. 7,921.25 $59,745.00
$59,745.00
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The problem states that “ . . .net earnings . . . are to be 
divided as follows: J  35%, K 25%, L 25%, M 15%” and th a t 
“ the shares of the partners in the assets of the amalgamated firm 
are to be in the same proportions.” For this reason we have 
apportioned (see working papers) the assets of the amalgamated 
firm ($36,000) in the stated proportions.
We think that this is not a very equitable procedure since it 
gives no consideration to the differences in the amounts of assets 
contributed by the two old firms. Therefore the examiners may 
have intended to say “ the shares of the partners in the assets 
contributed by each old firm to the amalgamated firm are to be 
in the same proportions.” This interpretation would change the 
final capital balances as follows:
J K L M
Credits for assets contributed:
Per solution (above)............................... $12,600.00 $9,000.00 $9,000.00 $5,400.00
Per alternative interpretation:
J & K: 7/12 and 5/12 of $20,500... 11,958.33 8,541.67
L& M: 5/8 and 3 /8 of $15,500........  9.687.50 5,812.50  
Adjustment....................................  $ 641.67*$ 458.33*$ 687.50 $ 412.50
Capitals-Dec. 31-per balance-sheet above 21,807.08 13,147.92 16,868.75 7,921.25
Capitals-Dec. 31-per alternative inter­
pretation...................................................  $21,165.41 $12,689.59 $17,556.25 $8,333.75
Accounting, May, 1927. Part II. No. 5
The effect of the various transactions upon the capital stock 
and total surplus (earned and capital) is indicated below.
Surplus
Treasury Capital stock (earned 
stock Common Preferred and capital)
Original balances.................................................  $500,000 $ 450,000
Increase in value of property—per appraisal. .  1,000,000
Purchase of Smith’s stock:
4,500 shares....................................................$450,000
Premium........................................... ..............
Stock dividend to Brown............................  450,000*
Total earned and capital surplus...............
Brown’s stock called in...................................... 500,000*
675,000*
450,000*
$325,000
Issuance of new shares to Brown:
Preferred: 500 shares-par value $100.00 . .  $50,000
Common: 30,000 shares-no par value.. . .  7 7
*Deductions.
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Before the accountant can record these transactions he must 
know the answers to the following questions, that (in most cases) 
would be answered by resolutions of the directors—not stated by 
the problem:
(1) Is the appraisal increase, $1,000,000, to be credited to
(a) Surplus
(b) Capital surplus
(2) Is the $675,000 premium on the purchase of the treasury stock to be 
charged to
(a) Earned surplus (which will absorb the premium only in case 
the appreciation was credited to surplus)
(b) Surplus $450,000.00, and capital surplus $225,000.00
(c) Capital surplus $675,000.00
(3) Is the $450,000 stock dividend to be charged to
(a) Surplus
(b) Capital surplus
(4) Is the value assigned to the no-par common stock to be:
(a) The $450,000 excess of the par value ($500,000) of the com­
mon stock turned in by Brown over the par value ($50,000) 
of the preferred stock issued to him
(b) An amount less than $450,000, with a consequent credit to 
surplus or capital surplus
(c) An amount more than $450,000 with a consequent debit to
surplus or capital surplus
Some assumption is required with respect to each of these four 
questions, and we make the following assumptions:
(1) The $1,000,000 write-up in the property will be credited to capital 
surplus, since it is an unrealized increment.
(2) The $675,000 premium on the purchase of the treasury stock is a 
realized decrease in net worth; therefore i t  should be offset against 
the realized surplus so far as that surplus will absorb it. The re­
maining $225,000 will be charged to capital surplus.
(3) Since the earned surplus has now been wholly eliminated, the stock 
dividend will have to be charged to capital surplus.
(4) The no-par common stock will be set up at $450,000, so that the par 
value of the new preferred stock and the stated value of the new no­
par common stock will be equal to the par value of the old common 
stock.
(a) Journal entries—December 31, 1926—on the basis of the 
foregoing assumptions:
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Real estate and machinery................................  $1,000,000
Capital surplus................................................  $1,000,000
To record the excess of the sound value of
real estate and machinery over the book value
thereof, as disclosed by appraisal made by
............... .. as of December 31, 1926. (The
adjustment would probably affect the asset
accounts and also the depreciation reserves.)
Cash........................................................................  885,000
Bond discount and expense...............................  115,000
6% sinking-fund first-mortgage bonds.. . .  1,000,000
To record issuance of bonds secured by 
a first mortgage on the real estate and 
machinery.
Treasury stock...................................................... 450,000
Surplus...................................................................  450,000
Capital surplus..................................................... 225,000
Cash................................................................... 1,125,000
To record the purchase of 4,500 shares of 
the company’s stock from Smith at $250 a share.
Capital surplus..................................................... 450,000
Treasury stock................................................  450,000
To record the issuance, as a stock divi­
dend to Brown, of the 4,500 shares of treasury 
stock acquired from Smith.
Capital stock......................................................... 500,000
Capital stock—preferred..............................  50,000
Capital stock—no-par common................... 450,000
To record the issuance, in exchange for
5,000 shares of common stock of a par value of
$100 each, of 500 shares of new preferred
stock of a par value of $100 each and 30,000
shares of new common stock of no par value.
(b) The aggregate “capital” including funded debt is:
Bonds payable........................................................ $1,000,000
Preferred stock..............................................   50,000
Common stock.......................................................  450,000
Capital surplus......................................................  325,000
The bond discount and expense have not been written off, as 
they are properly a deferred charge to be included in interest 
expense in subsequent years.
As stated above, the value assigned to the no-par stock was 
such as to make the total of the new capital stock equal to the 
total of the old capital stock. This appears proper in view of the
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fact that in the past creditors have dealt with the company on the 
basis of a fixed capital of $500,000. The assignment of a $450,000 
value to the common stock, after issuance of $50,000 of preferred 
stock, results in maintaining an aggregate fixed or stated capital 
of $500,000.
We think that no portion of the original $450,000 of earned 
surplus should be regarded as available for dividends. The com­
pany would have no surplus if it were not for the $1,000,000 
credit resulting from the appraisal. This was an unrealized profit 
and the remaining balance thereof should not be regarded as 
available for cash dividends.
(c) (1) Depreciation should be based on the appraised value of 
the property and should be computed at rates sufficient 
to produce depreciation reserves, by the end of the life 
of the assets, equal to the replacement cost shown by 
the appraisal.
(2) However, since $325,000 of the appraisal increase still 
remains in the capital surplus account, the credits to 
the depreciation reserve may be offset by charges:
(i) to capital surplus—annual amounts sufficient to 
exhaust the capital surplus account at the end of 
the life of the assets;
(ii) to operations—the remainder of the annual 
provision.
(3) No portion of the depreciation should be charged 
against the no-par stock account as the stated value 
should not be reduced by such charges. No portion of 
the depreciation would be charged against the earned 
surplus account, even if one existed, as depreciation 
provisions are chargeable to current operations or to 
reserve or capital surplus accounts containing credits 
for unrealized appreciation.
Accounting, May, 1927. Part II. No. 6
The simplest method of solving this problem appears to be to
determine the amounts payable under the original notes at vari­
ous dates and to determine the value of these amounts on Decem­
ber 31, 1930, by adding compound interest at 5%  on amounts 
maturing before that date and by discounting at 5% all amounts 
due after that date.
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Auditing, November, 1927.
No. 1. A secret reserve may be created by understating an asset 
or overstating a liability, with a consequent understating of 
surplus or capital.
The following methods may be used to create a secret reserve:
(1) Providing excessive depreciation.
(2) Charging capital expenditures to revenue.
(3) Charging assets against surplus.
No. 2. The auditor should not certify “ to the statement and 
balance-sheet” which contain secret reserves, for, obviously, 
the financial condition of the business is not reflected in such a 
statement. Stockholders, the owners of the business, are en­
titled to the facts upon which they themselves may determine 
whether or not their investment is a satisfactory one.
Further, the creation of a secret reserve would result in 
false returns for tax purposes if these statements were used, 
without adjustment, in the preparation of such returns.
No. 3. The certificates are criticized below:
(1) To certify that a balance-sheet has been prepared from the books is to 
certify to a fact which is of no importance, as the books may not reflect 
the actual condition of the business. The certification of a balance-sheet 
should imply the verification of the balance-sheet and its accuracy as a 
presentation of the financial condition, subject to stated qualifications.
(2) A certification that a balance-sheet has been correctly prepared is am­
biguous. It may mean merely that it has been prepared in a form which 
the auditor regards as correct, or it may mean that it is correct in all of 
its particulars, including its presentation of the true financial condition.
(3) The statement “we have prepared the above balance-sheet of the 
A-B company at December 31, 1926,” is not a certificate. It is a decla­
ration of a fact, but not expressed with the formality and in the words 
necessary to constitute a certificate. It certainly contains no declaration 
of the correctness of the balance-sheet, which is essential in a proper 
certificate.
(4) The most pertinent comment on this form of certificate seems to be the 
following paraphrase:
“We certify that the above balance-sheet is correct, although we do not 
know anything about its correctness.”
No. 4. In view of the fact that the examiners gave this question 
a weight of only eight points, it is assumed that the candidate 
was expected to do little more than mention the matters 
peculiar to the accounts of the three classes of business.
52
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The usual audit will be made of such accounts as cash, ac­
counts and notes receivable, investments, fixed assets, deferred 
charges, accounts and notes payable, fixed liabilities and 
capital stock. The following matters are peculiar to the in­
dustries mentioned:
(1) Motion picture production:
(a) Sales of films.
(b) Film rentals.
(c) Revenue from advertising matter sold to exhibitors.
(d) Valuation of film positives and negatives, rights to plays and 
scenarios, and costumes, sets and other properties.
(e) Expenses, including artists’ compensation, depreciation of proper­
ties and film positives, advertising, etc.
(2) Aircraft construction:
(a) Sales—checked by serial numbers of craft or engines.
(b) Production costs—checked by the usual procedure, including exami­
nation of cost system.
(c) Compensation for accidents in testing planes should be adequately 
provided for by insurance.
(d) Valuation of patents. The rapid strides in the development of this 
industry make the question of obsolescence an important one.
(3) A company producing lumber from its own timber:
(a) Depletion of timber.
(b) Capitalization and depreciation of equipment and logging railroad 
by charge to the cost of lumber produced from tracts served by 
these fixed assets.
(c) Proper determination of costs of several operations: felling and 
bucking, yarding and loading, overhead rigging, rail transportation, 
booming and rafting, sawing and planing, dry kiln operation, and 
yarding and loading lumber.
No. 5. The inventory certificate may be in the following form:
“We certify that, subject to exceptions noted, the inventory at Decem­
ber 31, 1926, was taken under our supervision; that the quantities were 
determined by count, weight or measurement; that each item in the 
inventory was priced at the lower of cost or market; that all items in the 
inventory are the unencumbered property of the Blank Company; that 
no obsolete merchandise nor merchandise not readily salable has been 
included in the inventory at more than realizable values; that the com­
putations have been verified; and that, to the best of our knowledge and 
belief, the amount of $ .................represents the true value of the mer­
chandise owned by the Blank Company on December 31, 1926."
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In addition to obtaining an inventory certificate, the auditor 
should make such examination as is possible to test the cor­
rectness of the stated quantities; he should also verily the 
prices by reference to invoices and cost records (as to cost) and 
current quotations (as to market value); and he should test 
the extensions and footings.
No. 6. The accounts for land, buildings, plant and machinery 
should be analyzed to verify the correctness of the entries 
made thereto, especially to determine that repairs, renewals or 
other revenue charges are not included. Units retired should 
be eliminated a t the value at which they were originally 
charged. The vouchers supporting the entries to the accounts 
should be examined and audited for
1. Authorization for purchase and of price.
2. Approval for payment.
3. Verification of extensions and footings.
4. Payment.
The auditor should examine all papers concerning the 
purchase, such as contracts, deeds, guaranties, policies, etc. 
and also the authority for contracts, which should be in the 
minutes of the meetings of the board of directors.
If  the buildings, plant and machinery or any parts of these 
assets were constructed by the company for its own use, the 
cost records must be studied carefully to determine whether or 
not they are accurate. If  they are, the figures used in finding 
the cost of the construction should be verified with the cost 
records. Extreme care is necessary to determine that only 
material, labor and a fair proportion of factory overhead are 
treated as cost.
In the case of a first audit, the examination should cover all 
transactions affecting the fixed-asset accounts from the incep­
tion of the business. I f  previous audits have been made by the 
firm, only additions or changes during the current period 
should be verified.
No. 7. Definitions and examples of the ten terms stated in the 
question appear below:
(a) Depreciation is the decrease in the value of fixed assets due to either 
physical causes such as wear and tear or functional causes such as obso­
lescence. Actual depreciation is the physical deterioration which has 
taken place, while theoretical depreciation is the amount charged on the
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books of account. The charge to operations of the wear and tear on 
machinery used in production is an example.
(b) Depletion represents the cost of property which has been converted 
from a fixed to a current form, such as ore mined and timber cut.
(c) Amortization is the charge-off of an intangible asset or of a deferred 
charge, such as the write-off of leaseholds, patents and bond discount.
(d) Appreciation is the increase in the market value of an asset, usually the 
result of outside conditions over which the company has no control. 
The excess of an appraisal value over cost of a plant is called apprecia­
tion.
(e) A contingent asset is one which is not owned but may become the 
property of the company under certain conditions. Land provided by 
a city which will become the property of the company upon the fulfill­
ment of certain conditions is an example.
(f) A contingent liability is a possible debt which may have to be assumed 
and paid. Guaranties of liabilities of other companies are contingent 
liabilities.
(g) Deferred income is income received but not yet earned. Premium on 
bonds sold is an example.
(h) Other income is income received from sources other than the principal 
operations. Interest on investments is other income.
(i) Special charges to profit-and-loss are the charges which are not consid­
ered normal charges to operations, such as loss on the sale of a fixed asset.
(j) Appropriated surplus is surplus set aside for special purposes by formal 
action of the board of directors, which, when the need has passed, may 
be returned to surplus available for dividends. A reserve for sinking 
fund is an example.
No. 8. Reserves for depreciation, depletion and bad debts are 
valuation reserves and should be deducted from the gross book 
value of the assets to which they apply, to reduce these valua­
tions to net going-concern values.
If  the reserve for federal taxes represents a determined lia­
bility, it should be shown under the current liability caption. 
If  it represents merely a provision for a contingent liability— 
such as a possible additional assessment—it should be shown 
under the caption of reserves.
A reserve for bond sinking fund is surplus; it is temporarily 
not available for dividends and is therefore shown as a reserve 
rather than as free surplus. But since it is a part of the total 
surplus, it should be shown under the net worth caption.
No. 9. We do not think that there is any generally recognized dis­
tinction between prepaid expenses and deferred charges. Some
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accountants might make a distinction illustrated by the fol­
lowing examples: unexpired insurance premiums are prepaid 
expenses, because future periods will obtain the benefit of the 
expenditure; discount on stock is a deferred charge because the 
write-off is being postponed although future periods will not 
be directly benefited. While such a distinction may be desir­
able, it is not generally recognized.
I t  would obviously be improper to combine an item such as 
prepaid rent with an item of capital stock discount and show 
the total as one item in the balance-sheet under the caption of 
deferred charges, as the nature of one item indicates a neces­
sary subsequent charge against operations, while the nature of 
the other item does not.
No. 10. I t  has been generally held that an accountant is not a 
guarantor and that, while his certificate is an expression of his 
opinion as to the correctness of the statement certified, he as­
sumes no personal responsibility for losses which may be in­
curred in relying upon it. Some accountants have, however, 
found that personal liabilities have been incurred, particularly 
where the work preceding the certification was not done in a 
careful and sufficient manner.
The value and significance of the certificate lies almost wholly 
in the reliance which the public is able to place upon the ac­
countant as an impartial witness who is qualified to express an 
opinion after having had all desired opportunity to examine and 
verify the records.
Accounting, November, 1927. Part I. No. 1
Before the statements are prepared, the following computa­
tions should be made.
(1) Basis of depletion charges. The problem includes a tabula­
tion of logs cut, and later mentions additional quantities not 
included in the tabulation.
Pacific Logging Company 
Depletion charges 
Year ended December 31, 1926
Exhibit 1 
Schedule A
................M feet c u t ..................
Per
tabulation
additional 
in woods Total Per M Depletion
Yellow fir.......... . . . .  51,000 500 51,500 $4.00 $206,000
Hemlock........... . . . .  14,000 14,000 1.20 16,800
Cedar................. 1,800 1,800 4.00 7,200
Spruce................ 6,810 500 7,310 4.00 29,240
Red fir............... . . . .  2,250 2,250 2.50 5,625
Total........ . . . .  75,860 1,000 76,860 $264,865
(2) Amortization of railway construction:
(a) Main railroad:
Cost of main railroad..............................................  $309,641.00
Total standing timber at inception of company. 1,238,565,000 ft. 
Therefore, $309,641.00 ÷  1,238,565 M feet =  $ .25, the cost per M
feet of timber hauled.
Total feet hauled over main railroad during the
year 1926...............................................................  75,860,000 ft.
75,860 M feet X $.25 =  $18,965, the amount of amortization for 
the year 1926.
(b) Subsidiary railroad:
Estimated total cost of subsidiary railroad......... $540,000.00
Total feet of timber to be hauled by subsidiary
railroad when completed.................................... 600,000,000 ft.
Therefore, $540,000.00 ÷  600,000 M feet = $.90, the cost per M
feet of timber to be hauled over the subsidiary railroad.
Total feet hauled over subsidiary railroad dur­
ing the year 1926..................................................  40,000,000 ft.
40,000 M feet X $.90 =  $36,000.00, the amount of the amortiza­
tion for the year 1926.
While it may appear incorrect to base the amortization of the 
subsidiary railroad on the total estimated cost instead of on the cost 
to date, there are good practical and theoretical reasons fo r  doing so.
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I f  amortization were based on the cost to date, the rate fo r  1926 
should be obtained by dividing that cost by the number of M  feet 
transportable over the constructed road. The problem does not give 
this information.
Moreover, the rate would be increased with each additional con­
struction expenditure, with a resulting variation in the cost per M  feet 
fo r  transporting logs over the subsidiary railroad. This might be 
correct except fo r  the illogical possibility of applying two different 
rates to logs from approximately the same location in the tract but 
transported during different years.
(3) Cost of inventory of logs felled and sawed only:
Kind
Yellow fir...................................................
Spruce........................................................
Cost per
Feet M feet Cost 
500,000 $4.00 $2,000.00
500,000 4.00 2,000.00
Total................................................
Add:
Cost of felling and sawing
1,000,000 $4,000.00
1,000 M 
76,860 M
X $96,075.00).... 1,250.00
Total cost. 1,000,000 $5,250.00
Pacific Logging Company
Statement of cost of logs cut and sold for the year ended 
December 31, 1926
Exhibit 1
Per M 
feet 
$3.446Depletion (schedule A) (76,860,000 feet).......................................  $264,865.00
Operating expenses:
Logging costs:
Felling and sawing............... $96,075.00
Yarding and loading............ 102,460.00
Scaling.................................... 8,837.00
Rigging...................................
Maintenance of camp..........
Depreciation of logging en­
gines, machinery and camp 
equipment..........................
Industrial insurance.............
Fire insurance on equipment
Taxes.......................................
Superintendence...................
Fire-patrol expense..............
Booming and rafting............
33,273.00
4,710.00
71,997.00
13,403.00
8,075.00
59,575.00
11,970.00
4,733.00
13,577.00
Total logging costs. . . . . . .  $428,685.00 *5.578
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Transportation costs:
Hauling..................................  $135,040.00
Maintenance of railways.. . .  32,015.00
Amortization of railroad 
construction:
Main line $18,965.00(2a)
Subsidiary 36,000.00(2b)
------------------- 54,965.00
Total transportation costs.. 222,020.00 2.889
Total operating expense................................. 650,705.00 $ 8.467
Total production costs......................................................................
Less: Inventory of logs felled and sawed (1,000,000 feet).........
$915,570.00
5,250.00(3)
$11,913
Total cost of logs completely cut (75,860,000 feet) 
Less: Cost of logs used in construction of donkey
sleds (100,500 feet @ $12.00)......... . . . .
Inventory of logs in pond (9,559,500 feet
@$12.00)....................................................
$ 1,206.00
114,714.00
$910,320.00 $12.00
Total....................................................... 115,920.00 12.00
Cost of logs sold (66,200,000 feet)............................. $794,400.00 $12.00
The $12.00 cost is based on an average of the stumpage costs 
for various classes of timber as well as an average of the other 
costs. I t  would seem more logical to charge each class of timber 
with the actual stumpage cost per M (being the stated price for 
the standing timber purchased) and average only the other costs. 
This procedure would, however, appear to be in conflict with the 
terms of the problem, which states “no segregation of costs (is) 
to be made on the various kinds of timber cut.”
Pacific Logging Company Exhibit 2
Statement of profit and loss for the year ended December 31, 1926
Per M
Sales: feet
Yellow fir........... ........  45,400,000 ft. @ $15.00 M $681,000.00
Hemlock............. ......... 12,500,000 12.50 156,250.00
Cedar.................. ......... 1,800,000 15.00 27,000.00
Spruce................ ......... 4,250,000 18.00 76,500.00
Red fir................ ......... 2,250,000 15.00 33,750.00
66,200,000 ft. $974,500.00 $14.72
Cost of logs sold (exhibit 1).........................................................................  794,400.00 12.00
Gross profit.................................... .
General expenses:
Administrative salaries...........
City office expense...................
Depreciation of office fixtures, 
Bad debts.................................
................... $180,100.00 $ 2.72
$19,415.00 
4,325.00 
  213.00 
5,500.00
Total general expense
Profit from operations..........................................................
29,453.00 . 44
$150,647.00 $ 2.28
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Interest charges:
Interest on bonds............................................................. $49,000.00
Interest on notes payable..............................................  1,647.00
Total interest charges............................................... 60,647.00 . 77
Net profit to surplus..................................................................................... $100,000.00 $1.51
Pacific Logging Company 
Balance-sheet, December 31, 1926
Assets
Current assets:
Cash in bank and on hand..........................
Notes and accounts receivable...................
Inventories:
Logs “in pond".......................................  $114,714.00
Logs felled and sawed............................  5,250.00
Exhibit 3
$23,250.00
108,200.00
119,964.00 $251,414.00
Unexpired insurance................................................................................................. 4,134.00
Capital assets:
Cost  
Reserve for 
depreciation, 
depletion and 
amortization
Carrying
value
Timber.............................. $4,000,600.00 $264,865.00 $3,735,735.00
Booming ground............. 9,000.00 9,000.00
Main railroad.................. 309,641.00 18,965.00 290,676.00
Subsidiary railroad......... 235,000.00 36,000.00 199,000.00
Logging engines, ma­
chinery and equipment 703,000.00 71,997.00 631,003.00
Furniture and fixtures,
city office..................... 2,137.00 213.00 1,924.00
Donkey sleds................... 1,206.00 1,206.00
$5,260,584.00 $392,040.00
$5,124,092.00
Liabilities and net worth
Current liabilities:
Notes and accounts payable......................................... . . .
Wages accrued........................................................................
Property taxes accrued.........................................................
$ 40,737.00
23,780.00 
59,575.00
First mortgage 7%  bonds.......................................................................................
$ 124.092.00 
700,000.00
Net worth:
Capital stock........................................................................
Surplus net profit for year ended December 31, 1926
(exhibit 2)..........................................................................
$4,200,000.00
100,000.00
4,300,000.00
$5,124,092.00
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Accounting, November, 1927. Part I. No. 2
This problem is subject to various interpretations. The prob­
lem states that Darwin is to have a 20% interest in the profits, 
but does not state specifically what interest he is to have in the 
capital. The statement that he is to contribute a certain amount 
as additional capital and an equal amount for goodwill is con­
fusing, because his entire contribution is additional capital.
We think the examiners meant to say: Darwin is to have a 20% 
interest in the profits and the capital, but his capital credit is to be 
only half the amount of his investment, and the other half is to be 
credited to the original partners as a payment for their goodwill.
(1) Computation of Darwin’s cash contribution:
Let D  =  the amount to be credited to Darwin.
Then 2D =  Darwin’s total contribution.
Since the capital before his admission was $120,000, the capital 
after his admission will be $120,000 +  2D.
Since Darwin’s capital credit is to be 20% of the total capital:
D =  .20 ($120,000 +  2D)
5D =  $120,000 +  2D 
3D =  $120,000
D =  $40,000
and Darwin’s total contribution is $80,000.
(2) Subsequent division of profits.
 
When a new partner is admitted, a new partnership is created and 
the old one is automatically dissolved. Therefore, we must look to 
the agreement under which the new partnership is formed for 
information as to the division of profits. The only reference in this 
case as to any agreement for division of the profits of the new 
partnership is to Darwin’s interest in the profits, which is stated 
to be 20 per cent. Following the principle that when not stated 
to be otherwise, profits in a partnership are to be divided equally, 
it would seem that the remaining 80 per cent, of the profits would 
be divided equally among Alton, Locke and King, that is, 26⅔ 
per cent. of the total profits to each. However, there may be an 
implied agreement to the effect that, as to the three members of 
the old partnership, the basis prevailing in the old partnership 
should be carried into the new partnership and that the 80 per 
cent, of the total profits remaining to them should be shared in 
the old ratio. In that event, the profits of the new partnership 
would be divided as follows:
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Darwin.............................................. 20%
Alton (40% of 80%).....................  32%
Locke (30% of 80%).....................  24%
King (30% of 80%)....................... 24%
Total.........................................  100%
(3) Treatment of goodwill.
No goodwill account is put on the books. Instead, the old partners 
receive credit (in their profit-and-loss ratio) for half of Darwin’s
contribution.
Cash........................ ............................................ $80,000
Alton (40% of $40,000)........................  $16,000
Locke (30% of $40,000).....................................  12,000
King (30% of $40,000)....................................... 12,000
Darwin—Half of total contribution.. 40,000
To credit Darwin with half of his con­
tribution and to credit the other partners with 
the remainder as consideration for goodwill.
Accounting, November, 1927. Part I. No. 3
Byrd & Co. deposited $2,000.00 in the San Francisco bank with 
instructions that it be credited to branch K; the San Francisco 
bank credited branch H  in error. Later it discovered the error 
and (branch H  believes) transferred the credit to National Bank 
of Extown (the home office).
The books of National Bank of Extown and its branches (if 
they are to be in agreement with the books of the San Francisco 
bank) should contain the following balances, of $2,000.00 each.
National Bank of Extown:
Debit: San Francisco Bank.
Credit: Branch K.
Branch K:
Debit: National Bank of Extown.
Credit: Byrd & Co.
Branch H:
No balances.
The following summary indicates the debits (D) and credits 
(C) of $2,000.00 each, made on the books of the various banks 
involved, and the adjusting entries which should be made on the 
books of National Bank of Extown and its branches.
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In journal form, the adjusting entries are:
Branch H:
Branch K........................................................  $2,000
San Francisco Bank...............  $2,000
To reverse entry of May 15th.
Branch K:
Home office....................................................  2,000
Branch H.................................. 2,000
To reverse entry of May 17th.
Home office..................................................... 2,000
Byrd & Co................................ 2,000
To record payment made by 
Byrd & Co. for our account on 
April 21st to San Francisco Bank 
and credited by that bank to 
home office.
National Bank of Extown (home office):
San Francisco Bank.....................................  2,000
Branch K.................................. 2,000
Payment made to San Fran­
cisco bank by Byrd & Co. for ac­
count of branch K on April 21st.
Accounting, November, 1927. Part I. No. 4
The accounts, before adjustment, contain the following debits 
and credits.
Plant and equipment...............................
Cost............................................ '...........  $1,800,000
Increase per appraisal......................... 200,000
Dr. Cr.
$2,000,000
Surplus (from appraisal)........................
Reserve for depreciation.........................
This is on the assumption that the 5% rate has
been applied to the cost ($1,800,000) for the ten years 
beginning January 1, 1917.
Appropriation No. 40........................................................
$200,000
900,000
215,000
The appreciation per appraisal should have been credited to a 
reserve; hence the following adjusting entry should be made:
Surplus........................................................... ............  $200 000
Unrealized profit per appraisal...................  $200 000
To take unrealized profit out of surplus.
The cost, depreciation reserve and unrealized appreciation 
applicable to the superstructure of the machine room should be 
eliminated from the accounts, and the net book value should be
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charged to surplus, since this property is no longer in existence. 
The computation of the amounts is shown in the explanation of 
the following journal entry. I t  is assumed that the cost and 
appraised value of the machine room are in the same ratio as the 
cost and appraised value of the total property.
Reserve for depreciation............................................................... $36,000
Unrealized profit per appraisal...................................................  8,000
Surplus.............................................................................................. 36,000
Plant and equipment................................................................ $80,000
To eliminate amounts applicable to demolished super­
structure of machine room.
Appraised value:
Frame construction....................................... $72,727.27
Engineering and overhead— 10%..............  7,272.73
Total—credited to P. & L ..................... $80,000.00
Appreciation— 10%...........................................  8,000.00
Cost.......................................................................  $72,000.00
Depreciation reserve— 50%.............................  36,000.00
Net book value when demolished— to
surplus.............................................................. $36,000.00
To clarify the records as to the new construction, the unde­
preciated cost of the foundations, etc., might be transferred to 
the appropriation account by the following entry.
Appropriation No. 40..............................................................
Reserve for depreciation........................................................
Unrealized profit per appraisal.............................................
Plant and equipment.........................................................
Appraised values:
Excavations, foundations and floors.. .  $109,090.91
$54,000
54,000
12,000
$120,000
Engineering and overhead— 10%......... 10,909.09
Total—credited to P. & E................  $120,000.00
Appreciation— 10%......................................  12,000.00
Cost.................................................................. $108,000.00
Depreciation reserve—50%.......................  54,000.00
Undepreciated cost....................................... $ 54,000.00
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The appropriation account can then be transferred to the 
general property account.
Plant and equipment..................................................  $269,000
Appropriation No. 40.......................................  $269,000
To close the appropriation account.
As to the $200,000 appreciation of plant, the portion applicable 
to the replaced property has been eliminated from the accounts. 
The remainder has been left in the accounts but has been taken 
out of surplus and set up in a reserve.
As a general statement of the principles involved in determining 
the amount to be capitalized when old structures must be demolished 
to permit the construction of new, or when costs of alteration or 
reinstallation of existing facilities must be incurred, it is usually 
stated that:
(a) The residual value of property retired before it has been fu lly  
depreciated should be removed from the asset account and written off 
the books on the theory that there is no benefit therefrom to subsequent 
periods and/or that such residual value results from past errors in 
judgment in failing to make adequate allowances.
(b) Additional expenditures, in the nature of costs of altering or 
demolishing portions of facilities existing at the time of acquisition, 
which are merely necessary additions to the cost of the facilities, may 
properly be capitalized.
(c) Expenditures which result in an increase in efficiency and 
enhance the capacity to produce income of existing property or which 
definitely increase its sale value or value as security fo r debt are usu­
ally held to be proper additions to capital account (provided such 
expenditures do not merely make up fo r deficiencies in past mainte­
nance expenditures) . However, i f  such expenditures were required as a 
result of obvious errors in judgment made in the past, it would appear 
to be of questionable propriety to capitalize any portion of the total 
expenditures in excess of what they might reasonably be expected to 
amount to under the exercise of a reasonable amount of prudence and 
foresight.
I t  is trite, but true, to say that the circumstances in individual cases 
should be investigated and the treatment applied with great dis­
crimination. I t  is easy to conceive of instances in which departure 
from any of the principles just stated would be fu lly  warranted. For 
example, let us assume a situation with respect to a certain plant
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facility which is half depreciated at the time it is decided to add to the 
line of products and seek additional markets, an increase in the 
capacity of the plant facility in question being thereby necessitated, 
although the existing capacity is adequate fo r the manufacture of the 
present product. I t  proves to be more economical to enlarge the 
existing facility to the required capacity than to acquire an additional 
unit for the new product, in spite of the fact that the process of enlarge­
ment requires the virtual scrapping of the existing unit and replace­
ment with the new one. Certainly, in such a case, the undepreciated 
portion of the asset is more properly treated as a charge against future 
operations than as a charge against past operations, and would, 
therefore, be more logically carried forward than written off as a 
mistake of the past.
After deciding what portion of an expenditure is to be carried into 
the balance-sheet, it is still necessary to decide whether such amount 
should be included in the fixed-asset accounts or carried separately as 
a deferred charge. Where an expenditure increases the intrinsic value 
of an asset, it would appear correct to charge it to the asset account. 
I f, however, it appears justifiable to carry to the balance-sheet, in a 
given instance, the residual value of the asset abandoned or demol­
ished, or the expenditures incurred in alteration, reinstallation or 
demolishment of the asset, it would seem the better practice to carry 
such items as deferred charges to the future periods benefited than to 
include them in the asset account proper, at least to the amount of the 
original installation cost.
If  the frame superstructure had been in first-class condition but 
had been demolished only in the interest of increased efficiency of 
the plant, it would appear proper to treat the cost of demolishing 
the old structure as a deferred charge. The propriety of similarly 
carrying forward the residual value of the asset demolished would 
be considered in the light of all the circumstances, including some 
not stated in the problem. If the inefficiency or inadequacy 
appeared to be the result of poor judgment in the original plan­
ning or construction, the residual value should be written off. 
But, if the inefficiency is the result of a change in products, the 
development of new and unforeseen markets, or similar conditions 
which could not reasonably have been anticipated, the residual 
value could rightfully be treated as a deferred charge. In doubtful 
cases, the decision should be on the side of conservatism and the 
asset written off.
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A cco u n tin g , N ovem b er, 1927. P art I . N o . 5
Three methods may be suggested for the issuance of the bonds:
(1) Sinking-fund bonds due in 10 years.
The annual cost to the taxpayers will be:
Sinking-fund contribution—on 3%  basis:
1.343916 — 1 =  .343916 compound interest 10 years.
.343916 ÷  .03 =  11.46388 amount of annuity of 1
$500,000 ÷  11.46388 =  ......................................... $43,615.25
Annual interest—6%..................................................  30,000.00
Total...................................................................  $73,615.25
(2) Serial bonds (if the city charter permits) maturing in such annual 
amounts as to produce an approximately equal annual expenditure 
for interest and principal retirements.
The equal annual amount which would pay off $500,000.00 
in 10 years and pay the interest on the diminishing principal is 
computed as follows:
1 ÷  1.790848 (compound amount of 1 for 10 periods at 6%)
=  .55839478 present value of 1.
1 — .55839478 =  .44160522 compound discount.
.44160522 ÷  .06 =  7.360087 present value, annuity of 1.
$500,000.00 ÷  7.360087 =  $67,934 annual payment on principal and
interest.
As the bonds are to be issued in denominations which are exact 
multiples of $100.00, the annual payments would vary slightly 
from $67,934.00, as shown below:
Table of reduction of indebtedness
Year
Total
payment Interest Principal
Unpaid
principal
$500,000
First............................. ................... $ 67,900 $ 30,000 $ 37,900 462,100
Second......................... . .................  67,926 27,726 40,200 421,900
Third........................... . .................  67,914 25,314 42,600 379,300
Fourth......................... ................... 67,958 22,758 45,200 334,100
Fifth............................. ................... 67,946 20,046 47,900 286,200
Sixth................................................ 67,972 17,172 50,800 235,400
Seventh....................... .................  67,924 14,124 53,800 181,600
Eighth......................... .................  67,896 10,896 57,000 124,600
Ninth........................... .................  67,976 7,476 60,500 64,100
Tenth........................... .................  67,946
$679,358
3,846
$179,358
64,100
$500,000
(3) Serial bonds maturing in equal annual amounts of $50,000. The 
annua] payments including interest are tabulated as follows:
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Table of reduction of indebtedness
Year
Total
payment Interest Principal
Unpaid
principal
$500,000
First.............................. . . . .  $ 80,000 $ 30,000 $ 50,000 450,000
Second.......................... 77,000 27,000 • 50,000 400,000
Third............................. 74,000 24,000 50,000 350,000
Fourth.......................... 71,000 21,000 50,000 300,000
Fifth.............................. 68,000 18,000 50,000 250,000
Sixth............................. 65,000 15,000 50,000 200,000
Seventh........................ 62,000 12,000 50,000 150,000
Eighth.......................... 59,000 9,000 50,000 100,000
Ninth............................ 56,000 6,000 50,000 50,000
Tenth............................ 53,000
$665,000
3,000
$165,000
50,000
$500,000
The total costs to the taxpayers in ten years by the three 
methods are compared below:
(1) Sinking-fund bonds:
$73,615.25 X 10............................................................. $736,152.50
This is the most expensive method, because 6%
interest is paid on the entire $500,000 loan for the entire 
ten years, while only 3% is earned on the sinking fund.
(2) Serial bonds with approximately equal annual pay­
ments on principal and interest:
Total payments, per schedule...................................... 679,358.00
This is a less expensive method because bonds
bearing 6% interest are retired serially instead of 
being paid at the end of ten years from a sinking fund 
which earns only 3%.
(3) Serial bonds with equal annual retirements of princi­
pal, plus interest:
Total payments, per schedule......................................  665,000.00
This method is less expensive than method 2
merely because the bonds are retired in larger amounts 
during the earlier years thus reducing the aggregate 
interest cost.
C om m ercia l Law , N ovem ber, 1927.
No. 1. The negotiable-instruments act provides that every person 
negotiating an instrument by qualified endorsement warrants 
that the instrument is genuine and in all respects what it pur­
ports to be. I t  would appear that this instrument is not what 
it purports to be in that it is not signed by John Doe through 
an attorney who had authority to sign, so that X. Y. could be 
held on the warranty even though he endorsed “without re­
course.” I t  appears, therefore, that the defense is not good. 
The writer, however, has found no decisions precisely in point 
under the negotiable-instruments act.
No. 2. X could not recover if there was no consideration. The 
note is not negotiable because not payable to order or to bearer. 
Therefore X is only an assignee and the defense of lack of con­
sideration may be made as it might against B.
No. 3. In jurisdictions where the disability of a wife to become an 
accommodation party to a note given by the husband for his 
debt has been removed by statute, the wife would be liable as 
an accommodation party in spite of the fact that the note was 
without consideration as to her. Under the negotiable-instru­
ments law Smith would be a holder for value, and an accom­
modation party is under that law made liable to such a party 
even though the holder for value knew the accommodation 
party to be such at the time he took the instrument.
No. 4. The negotiable-instruments law provides that a negotiable 
instrument is discharged by payment in due course by or on 
behalf of the principal debtor, or by payment in due course 
by the party accommodated, where the instrument is made or 
accepted for accommodation.
No. 5. A is not liable to the renting corporation. A bailee is not 
liable for damage to the object of bailment unless he has been 
negligent. I t  can not be told from the question whether B is 
liable to A or to the corporation, because there is no statement 
as to whether or not B is negligent.
No. 6. This contract is sufficiently certain to be valid since a 
means is provided for fixing the contract price by reference to 
the market price. The contract right to receive the acid is 
assignable and Doran is liable to Trimble for breach of the
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contract. As the damages would ordinarily be the difference 
between the contract price and market price and they, are 
the same in this case, it is hard to see how any damages could 
be recovered.
No. 7. General damages recoverable by the buyer for breach of 
a contract of sale if the price has not been paid is the market 
value of the subject m atter less the price agreed to be paid, 
and if the price has been paid in advance its market value, 
because by reasonable diligence the subject m atter may be 
obtained by the buyer in the market at its market value.
Where the contract is for the sale of a commodity or article 
which can not be obtained in the general market, a different 
rule is applied. In such case the buyer can recover special 
damages which are based on the value of the article to the 
buyer. Where material or supplies are purchased by the buyer 
to be used for the purpose of running his manufacturing plant, 
and such fact is known to the seller, and on account of the non­
delivery the buyer is unable to run his plant, the value of the 
use of the plant while it necessarily remains idle has been 
held recoverable as special damages. If  the seller has knowledge 
that the purchase is made by the buyer to enable him to fill 
contracts of resale with third persons, the loss of profits on the 
resale because of the seller’s failure to deliver is recoverable by 
the buyer as special damages.
No. 8. I f  X  had notice of the by-law the bank could recover. 
The by-laws could only be amended by the board of directors 
in meeting. The directors are elected to meet and confer and 
to act after an opportunity for an interchange of ideas. For 
this reason the independent consent of all directors does not 
take the place of action at a meeting.
No. 9. In the absence of fraud if the directors do not believe that 
the corporation has made a sufficient amount to justify paying 
dividends on the cumulative preferred stock, the dividends may 
be omitted, the only penalty ordinarily being that there can 
be no dividends on the common stock until back dividends on 
the preferred stock have been paid (but ordinarily these de­
ferred dividends do not bear any interest). If  the rate of 
interest should fall and the corporation not wish to pay the 6 
per cent., it can redeem the preferred stock. If  the interest
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on the bonds is not paid this constitutes an indebtedness from 
the corporation to the bondholders. The bondholders can 
ordinarily foreclose on any property securing the bonds and 
can take any other steps to collect that creditors could. The 
bonds can not be redeemed after they run for twenty years, so 
that if the interest rate falls the corporation can not be relieved.
No. 10. A dormant partner is one whose connection with the 
partnership business is concealed and who does not take any 
active part in it. Such a partner is held responsible to third 
persons although he may not be so chargeable to the other 
partners. A limited partnership is one formed under a statute 
permitting an individual to contribute a specified sum to the 
capital of a firm and then limiting his liability for losses to that 
amount on the parties complying with certain established re­
quirements. A general partner is one whose liability is at 
common law unlimited. I t  is usually required by statutes 
creating special or limited partnerships that there must be at 
least one general partner. A trading partnership is one whose 
business according to the usual mode of conducting it imports, 
in its nature, the necessity of buying and selling. A person 
who is held out to the public as a partner, though not actually 
a partner, is held liable as a partner and is known as an ostensi­
ble partner.
No. 11. This question does not state in whom the legal title to 
the firm real estate was vested and for the purpose of answer­
ing the question we shall assume that title was in the partner 
who executed the mortgage. If  the mortgagee did not know of 
the equitable rights of the other partners to the realty either 
by actual knowledge or by the record, the mortgage is valid.
No. 12. In proceedings in bankruptcy against a partnership, the 
partnership assets must first be applied to the payment of the 
partnership debts, and the United States is not entitled to any 
priority of payment out of such assets for a tax due it from 
an individual partner except to the extent of the share of such 
partner, if any, in the surplus remaining after the payment of 
the partnership debts. The bureau of internal revenue there­
fore could not succeed in its claim.
No. 13. Under the revenue act of 1926 affiliated corporations 
may make consolidated returns but are not required to do so.
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If  a return is made on any basis, all returns thereafter made 
shall be upon the same basis unless permission to change is 
granted by the commissioner. For provisions relating to re­
turns by affiliated corporations see section 240.
No. 14. Instead of charging off particular debts as they are 
ascertained to be worthless, a reasonable addition may be made 
each year to a reserve for bad debts upon obtaining permission 
from the commissioner. In the case of a corporation engaging 
in extensive retail business that would be the best way to 
treat the item.
A cco u n tin g , N ovem ber, 1927. P art II . N o. 1
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Company X  and Subsidiary Companies Y and Z 
Consolidated balance-sheet, December 31, 1926 (see note) 
Assets
Cash......................................................................................................... $115,000.00
Receivables............................................................................................  95,000.00
Inventories.............................................................................................  400,000.00
Land, buildings and equipment........................................................  113,000.00
Goodwill.................................................................................................  145,800.00
$868,800.00
Liabilities
Accounts payable and other current liabilities.............................. $209,000.00
Collateral gold notes, due in 1934....................................................  100,000.00
Minority interest—45%—in company Y:
Capital stock........................................................  $180,000.00
Surplus....................................................................  19,800.00
199,800.00
Capital stock—company X:
Preferred............................................................................................  75,000.00
Common................................................................................................. 150,000.00
Surplus........................................................................................................  135,000.00
$868,800.00
N ote: The balance-sheet of company Y consolidated in the above state­
ment, was as of October 31, 1926, none being available as of December 3 1 , 1926. 
Comments:
Mention is made in the problem of goods owned by company Y  
which were purchased from company Z. Since the purchases were 
made prior to the date of inter-company stock acquisitions, the profit 
or loss (i f  any) was not inter-company profit, and hence may be 
ignored. For this reason the absence of information in the problem as 
to the profit made by company Z  is of no import.
Accountants are occasionally confronted with the question of the 
propriety of consolidating balance-sheets as of different dates. This is 
particularly true when subsidiaries are in foreign countries. There is 
no serious objection to making such a consolidation, provided the 
facts are stated and further provided there is no reason to assume that 
radical changes have occurred in the financial condition of the sub­
sidiary since the date of its balance-sheet.
There is, however, another reason to question seriously the pro­
priety of including the balance-sheet of company Y  in the consolida-
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tion. Companies X  and Z  together own only 55 per cent. of the stock 
of company Y , and the minority interest of 45  per cent. is very large. 
As shown by the consolidated balance-sheet, the relative interests of 
the holding company and the minority in the consolidated net assets 
are:
Holding company:
Preferred stock..................
Common stock...................
Surplus.............................
Total holding company
Minority:
Capital stock.....................
Surplus.............................
Total minority.............
T otal............................
$ 75,000.00
150,000.00
135,000.00
.....................  $360,000.00 64.3%
$180,000.00 
19,800.00
.....................  199,800.00 35.7%
.....................  $559,800.00
While a balance-sheet consolidating the accounts of company Y  has 
been given because apparently required by the problem, it appears 
that much might be said in favor of consolidating the balance- 
sheets of only companies X  and Z, and including as one item 
therein the investment in company Y .
Accounting, November, 1927. Part II. No. 2
Adjustments are required in the following matters:
(1) Take up the raw materials in transit; since the goods are purchased 
f.o.b. shipping point, title passes when shipped.
Inventory—Raw material.....................  $19,850.00
Accounts payable...............................  $19,850.00
10,000 pounds of yarn at $1.95, and 
freight of $350.00.
(2) Value raw material inventory, including the goods in transit, at the 
lower of cost or market.
The problem states a yarn market price of $1.85 on October 31, 
1926. This is presumably the price f.o.b. shipping point because 
the two-year purchase contract is on an f.o.b. shipping point basis. 
The freight per pound, as evidenced by the $350.00 freight charge 
on 10,000 pounds in transit, is $.035. This makes a total market 
price, f.o.b. destination of $1.885.
Do the cost prices given for yarn in the raw-material inventory 
include freight? Evidently not, because the $1.95 price is the price 
stated as the f.o.b. shipping point price under the two year con­
tract. Stated costs ($1.95 and $1.80) will therefore be increased 
$.035 for freight.
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The value of the inventory of raw material on hand and in
transit is determined as follows:
Cost Market Inventory
(including freight) (including freight) value
Price Amount Price Amount
On hand:
20,000 lb s .. ......... $1 .985 $39,700.00 $1 . 885 $37,700.00 $ 37,700.00
30,000 lb s .. ......... 1.835 55,050.00 1.885 56,550.00 55,050.00
T otal.. . . $ 92,750.00
In transit:
10,000 lb s .. ......... 1.985 19,850.00 1.885 18,850.00 18,850.00
Total___ $111,600.00
Surplus............ . $1,250.00
Inventory— raw material.. . $1,250.00
Value per books................ . $ 93,000
In transit-—adjustment (1 )................... 19,850
Total................................................................... $112,850
Lower of cost or market........................................... 111,600
Adjustment.................................................................  $   1,250
(3) Value goods in process at the lower of cost or market.
There is no information as to the accuracy of the labor and over­
head charges in the standard costs; hence these two elements of 
cost must be accepted. The necessary adjustment for material
would be:
At standard cost:
Yarn—25,000 lbs. at $2.00.....................................  $50,000.00
Labor and overhead................................................  5,000.00 $55,000.00
Adjusted value:
Yarn—25,000 lbs. at $1.885...................................  $47,125.00
Labor and overhead (at standard cost)..............  5,000.00 52,125.00
Amount of adjustment to reduce inventory to mar­
ket price with respect to yarn...............................  $ 2,875.00
Surplus.....................................................................................  $2,875
Inventory—work in process...........................................  $2,875
To reduce material element of work in process 
to market.
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(4) Adjust the finished goods inventory for difference between cost and 
market value of material and for difference in valuation of firsts and 
seconds. This is accomplished as follows:
(a) Ascertain what the goods produced during the year would have 
cost if materials had been charged to production at $1,885 
per pound.
Total production for year at standard cost:
Firsts................................................................................  $680,000.00
Seconds............................................................................  160,000.00 $840,000.00
Deduct:
Labor and overhead (using ratio to total stand­
ard cost of 1/9 indicated by the figures given 
for the inventory of finished goods at October
31, 1926).........................................................................................  93,333.34
Y a r n . . . . . ................................................................................................  $746,666.66
Pounds of yarn used: $746,666.66 ÷  $2.00 or..............................  373,333.33
Total production cost for the year using market value of $1.885 
per pound for yarn and standard cost for labor and over­
head:
Yarn:373,333.33 lbs. at $1.885.......................................................  $703,733.33
Labor and overhead (as above)...................................................... 93,333.34
Total................................................................................................  $797,066.67
(b) Allocate this revised value of the year’s production between 
firsts and seconds on the basis of sales value:
..................... Sales values......................
Standard
cost
Per cent. 
of
standard
cost Amount
Per cent. 
of 
total
“ Firsts” ................. ........... $680,000.00 150. $1,020,000.00 85.
“Seconds”............. ........... 160,000.00 112.5 180,000.00 15.
Total............ ...........  $840,000.00 $1,200,000.00 100.
Revised values of firsts produced—85% of $797,066.67 =  $677,506.67 
Revised values of seconds produced— 15% of 797,066.67 =  119,560.00
Total................................................................................................  $797,066.67
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(c) Revalue the inventories on the basis of the fraction of the 
year’s production remaining in the inventory and the revised 
values computed in (b):
. .  At standard cost . .  
Production Inventory
F irsts.. . . . .  $680,000.00 $165,000
Seconds.. . .  160,000.00 60,000
T ota l.........................  $225,000
Portion 
of goods
remaining in . . . .  At revised values___
inventory Production Inventory
. 165/680 X $677,506.67 =  $164,395.00 
6/16 X 119,560.00 =  44,835.00
$209,230.00
Surplus.......................................
Inventory—finished goods.
Value per books..............
Adjusted...........................
$15,770
$15,770
$225,000
209,230
Adjustment.............................................. $ 15,770
The foregoing adjustments are applied in the following work­
ing papers.
T he Golden F leece Knitting M ills 
Balance-sheet—working papers, October 31, 1926
Assets
Assets and 
liabilities 
per
company’s
statement
Adjustments
Assets
and
liabilities 
as adjustedDr. Cr.
Cash in banks and on hand. . . . . $ 10,600 $ 10,600
Trade debtors........................... 95,200 95,200
Due from officers and employees 5,300 5,300
Inventories:
Raw m aterial......................... 93,000 (l)$19,850 (2)$ 1,250 111,600
Work in process....................... 55,000 (3) 2,875 52,125
Finished goods......................... 225,000 (4) 15,770 209,230
Investments:
Liberty bonds......................... . 3,000 3,000
Miscellaneous stocks............. . 17,000 17,000
Machinery and equipment........ . 95,900 95,900
Furniture and fixtures................ . 20,600 20,600
Prepaid insurance........................ . 2,200 2,200
$622,800 $622,755
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Liabilities
Notes payable................................. $140,000 $140,000
Accounts payable.........................  40,900 (l)$19,850 60,750
Wages accrued..............................  15,600 15,600
Taxes accrued...............................  21,000 21,000
Interest accrued............................ 5,000 5,000
Reserve for losses.........................  9,100 9,100
Reserve for depreciation.............  21,900 21,900
Capital stock.................................  350,000   350,000
Surplus............................................ 19,300 (2)$ 1,250
(3) 2,875
(4) 15,770 595*
$622,800 $39,745 $39,745 $622,755
*Red.  
The discount on yarn purchases of 5 per cent. off market prices 
if payment is made within 30 days from date of invoice has not 
been deducted in arriving at the prices for yarn used in this solu­
tion. While at a somewhat higher rate than is usually considered 
as representing cash discount, the discount is actually received 
for payment within a certain period, the company has treated the 
discount as financial income rather than as a reduction of the 
cost of yarn, and, moreover, it is not known to what extent the 
discounts have been taken.
The problem does not state the quantity of yarn called for by 
the two-year yarn-purchase contract or when the two-year 
period ends. In commenting on this purchase commitment, 
therefore, no definite information can be given as to the extent of 
the commitment.
T he Golden F leece Knitting M ills 
Balance-sheet October 31, 1926
Assets
Current assets:
Cash in banks and on hand............
Liberty bonds (at cost and market 
value).........................................
Accounts receivable:
Trade debtors................................
Less: Reserve for losses...............
$ 10,600
3,000
$95,200
9,100 86,100
Inventories:
Raw material—
On hand.....................................  $92,750
In transit...................................  18,850 $111,600
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Work in process............................  $ 52,125
Finished goods............................... 209,230 $372,955
---------------------------$472,655
Ratio of current assets to 
current liabilities— 1.95 to 1.
Due from officers and employees...........................................  5,300
Prepaid insurance.......................................................... ..........  2,200
Investments (at cost—market value not ascertainable). .  17,000
Fixed assets:
Machinery and equipment..................................................
Furniture and fixtures..........................................................
Total...................................................................................
Less: Reserve for depreciation...........................................
$ 95,900 
20,600
$116,500
21,900 94,600
$591,755
Liabilities and net worth
Current liabilities:
Notes payable........................................................................
Accounts payable..................................................................
Wages accrued.......................................................................
Taxes accrued........................................................................
Interest accrued.....................................................................
Net worth:
Capital stock...........................................................................
Less: Deficit............................................................................
$140,000
60,750
15,600
21,000
5,000
$350,000
595
$242,350
349,405
$591,755
The problem states that the company had submitted its statement of 
assets and liabilities with the request that it be certified. The problem* 
however, requires only an expression of opinion as to the financial 
condition shown by the revised balance-sheet.
A  certificate would certainly not be furnished unless an audit had 
been made of the accounts. In  the course of such an audit consider­
able information would no doubt be obtained which is not given in the 
problem and* on the basis thereof* additional adjustments might be 
necessary. Certainly, some investigation would be made of the 
standard cost used fo r  labor and overhead and of the actual costs of 
raw materials, labor and overhead in the inventories of work in 
process and finished goods* and further adjustments of the inventory 
values might be required.
I t  is impossible also to express any well informed opinion as to the 
financial condition indicated by the revised balance-sheet because of 
the lack of certain information, such as the maturities of the notes
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payable, the payment dates of the accounts payable, the collectability 
of the accounts receivable, the amount of the sales and net profit fo r  
the year ended October 31,1926, the cause of the deficit (whether due 
to operating losses, excessive dividend payments, or some other cause), 
the balance of the yam  which must be taken under the two-year pur­
chase contract and the period during which it must be taken, etc.
In the absence of the information which would be necessary for 
an expression of opinion as to financial condition, a guess may be 
hazarded that the inventories are excessive and that, in spite of 
the current ratio of 1.95 to 1, some difficulty will be experienced 
in meeting the current liabilities as they mature, for it will be 
noted that such liabilities aggregate $242,350 while cash, liberty 
bonds, and accounts receivable (the latter of an unknown degree 
of currency) amount in total to only $99,700. At the same time 
the purchase commitment of unknown amount requires payment 
for yarn at ten cents per pound above the market price.
If, on the other hand, the large inventory represents goods 
which will shortly be moved to customers, if terms of sale are such 
that substantial collections will be received from customers at an 
early date and if payment of the notes and accounts payable does 
not have to be made until after such collections have been re­
ceived, the financial condition may not be cause for alarm in so 
far as the current situation is concerned.
The existence of the deficit, however, is a somewhat more 
definite indication of financial weakness, although the impairment 
of capital, if due to operating losses, would be significant of a more 
serious condition than if due to excessive dividend payments for 
the reason that the probable ability to operate a t a profit during 
the ensuing year will have a very important bearing upon the 
working-capital situation.
The fact that the miscellaneous stocks carried as investments 
are not readily realizable and have no ascertainable market value 
is another element of weakness, because not only is it impossible 
to obtain additional working capital by disposing of them, but 
also the possibility of their being worth less than cost is quite real.
Accounting, November, 1927. Part II. No. 3
The transactions for the period are shown by the following 
working papers, which also show the reconstruction of the 
nominal accounts for the year ended December 3 1 , 1926:
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Transactions for the year ended December 3 1 , 1926:
(a) To record cash receipts for the year ended December 31, 1926.
(b) To record cash disbursements for the year ended December 31, 1926.
(c) To record sales for the year ended December 3 1 , 1926, which are com­
puted as follows:
Amount of accounts receivable December 31, 1 9 2 6 ... .  $ 55,000.00
Received from customers during year.............................  500,000.00
Total...................................................................................  $555,000.00
Less:
Amount of accounts receivable December 31 , 1925........... 51,000.00
Balance, representing amount of 1926 sales..............  $504,000.00
(d) To record purchases for the year ended December 31, 1926, which are
computed as follows:
Amount of trade accounts payable December 31, 1926. $ 15,000.00
Payments to wholesalers during year..............................  400,000.00
Total...................................................................................  $415,000.00
Amount of trade accounts payable December 3 1 , 1925. 10,000.00
Balance, representing amount of 1926 purchases............  $405,000.00
Adjusting entries, December 31, 1926:
(1) To record insurance and real-estate taxes for the year ended De­
cember 31, 1926, computed as follows:
Prepaid insurance and real-estate taxes, December 31,
1925...................... ............................................................ $2,250.00
Insurance and real-estate taxes paid during year............. 3,000.00
Total........ ........................................................................... $5,250.00
Prepaid insurance and real-estate taxes, December 31,
1926..................................................................................... 2,500.00
Balance, representing expense for 1926.............................. $2,750.00
(2) To close to purchases account the inventories at December 3 1 , 1925.
(3) To record inventories at December 3 1 , 1926.
(4) To record manager’s bonus for the year 1926.
(5) , (6) and (7) To record depreciation for the year 1926.
The proht-and-loss account for the year ended December 31, 1926, and the 
partners' capital accounts can now be prepared from the working papers.
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Accounting, November, 1927. Part II. No. 4
I t  will be noted that the problem asks fo r  review, comment and
criticism of the statements submitted, with special attention to the 
item “net profit to common stock,” but does not ask fo r revised state­
ments. We think that the examiners did not intend the candidate to 
prepare amended statements, because the information furnished 
appears insufficient fo r  that purpose. For instance, an amended 
balance-sheet should show the cost of the unsold lots. This could be 
estimated by apportioning the total cost of the lots and the development 
expense between the sold and the unsold lots on the basis of the past 
sales (if they could be determined) and the selling price of the unsold 
lots. But the following appears to be the best available approach to the
selling price of the sold lots:
Pretent balance in the reserve account....................... $ 89,873.73
Transfers from the reserve to surplus:
Present balance of surplus.....................................  $13,872.22
Stated charges to surplus:
Dividends............................................................. 9,000.00
Provision fo r income tax.................................... 237.03
Original credit to surplus.............................  23,109.25
Selling price—originally credited to reserve......................................  $112,982.98
But this computation assumes that there have been no credits to 
surplus other than from profits on lot sale collections (although pre­
sumably interest has been earned on the contracts) and no charges fo r  
expenses. I t  is improbable that the expenses amounted to exactly 
$4,000, and that they have all been deferred. Moreover, it is probable 
that income-tax payments have been made in prior years and charged to 
surplus; otherwise the $237.03 provision for taxes is wholly inadequate.
Because revised statements are not asked for, and because the 
information fo r  their preparation is inadequate, we shall confine our 
answer to review, comment and criticism of the statements submitted. 
Mr. John Blank:
The statements submitted by your manager are inexact and 
incomplete in the following respects:
(1) The cost of, and the development expense applicable to, the unsold 
lots should be shown among the assets in the balance-sheet.
Since your manager has been making transfers from the reserve to 
surplus in amounts regarded as the portion of profit realized by 
collections, he must have some amount in mind as representing the 
cost of the lots sold. I f  this amount is correct it can be deducted
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from the total of $59,148.33 to determine the portion of the total 
cost applicable to unsold lots.
One method of dividing the total cost would be in the ratio of the 
selling price of lots sold and the selling price of lots unsold. To 
illustrate, assuming that the sales have been $151,200 (we can not 
determine from the data submitted what the sales have actually 
been) the cost would be apportioned as follows:
Lots sold.. 
Lots unsold
Sales
price
............................... $151,200
 .............................. 16,800
Per
cent.
90%
10
Apportioned
cost
$53,233.50
5,914.83
Total. .............................. $168,000 100% $59,148.33
Unless your manager already has a more correct apportionment
of the cost, he can make the apportionment on the basis illus­
trated. He will be able to determine the total sales by reference to 
the credits in the reserve for lot contracts.
(2) The surplus and the reserve for income taxes should not be grouped 
together. The surplus should be added to the capital stock to de­
termine the net worth, and the reserve for income taxes should be 
shown as a liability. We assume that taxes have been paid in prior 
years and that the reserve of $237.03 represents the provision for 
taxes on profits applicable to collections in 1926.
(3) The reserve should be reduced by deducting the cost of the lots sold, 
so that the resulting balance will represent merely the deferred profit 
applicable to collections yet to be made.
The following illustration shows the form  in which your balance- 
sheet should appear. I t  does not purport to be a correct statement 
because it is based on the foregoing purely illustrative apportion­
ment of cost between sold and unsold lots. I t  is submitted for 
your manager’s guidance; he should determine the correct appor­
tionment between sold and unsold lots and substitute these 
amounts for the illustrative amounts used by us.
H offbloom R ealty Company 
Balance-sheet— December 31, 1926 
Assets
Contracts receivable.....................................................  $32,880.88
Other current assets......................................................   36,035.54
Lots (arbitrary amount, for illustration).................  5,914.83
Deferred expense...........................................................  4,000.00
Goodwill..........................................................................  10,000.00
$88,831.25
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Liabilities and net worth
Liabilities:
Federal income tax..................................................  $ 237.03
Other liabilities.........................................................  28,081.77 $28,318.80
Reserve for deferred profit on lots sold:
Total reserve.............................................................  $89,873.73
Less cost of lots sold (arbitrary amount, for
illustration)...........................................................  53,233.50
Deferred profit..........................................................
Net worth:
Capital stock.............................................................
Surplus........................................................................
36,640.23
$10,000.00
13,872.22 23,872.22
$88,831.25
The tentative realization and liquidation statement is incorrect 
in the following respects:
(1) Having included the contracts and the other current assets resulting 
from past sales and the sales price of the remaining lots, all existing 
and prospective assets are included; the inclusion of the net amount 
of $30,725.40 (reserve minus real-estate costs) results in a duplication.
(2) No provision has been made for the payment of income taxes now 
due or to become due in the future. The tax to become due in the 
future may be estimated as follows (based on the tax law in effect 
December 3 1 ,  1926):
Credit balance in the reserve for lot sale contracts
representing sales to date, less profits reported
for taxes....................................................................... $ 89,873.73
Estimated sales price of remaining lots....................... 16,800.00
T otal.......................................................................  $106,673.73
Less costs and development expenses.......................... 59,148.33
Remainder—prospective profits still to be reported
for taxes....................................................................... $ 47,525.40
As it is expected that five years will be required 
to sell the remaining lots and collect the con­
tracts, the credits for tax purposes will total  
($2,000 X 5)...............................................................  10,000.00
Leaving a balance subject to tax................................ $ 37,525.40
Present tax rate..............................................................  13.5%
Prospective tax...............................................................  $ 5,065.93
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We are informed that expenses yet to be incurred will probably 
be offset by other items of income; and we are assuming, in esti­
mating future taxes, that the $4,000 of expenses, although de­
ferred on the books, have been deducted in the previous tax 
returns.
If  there are no losses in realization, we estimate the amount 
which may be paid to the common stockholders as follows:
Contracts receivable..............................  $32,880.88
Other current assets............................... 36,035.54
Sale price of remaining lots.................. 16,800.00
Total.....................................
Deduct:
Liabilities............................................
Income taxes:
Accrued................ ...........................
Future—estimated........................
$85,716.42
$28,081.77
$ 237.03
5,065.93 5,302.96
Total.....................................
Balance for common stockholders......................................................
33,384.73
$52,331.69
Yours truly,
Accounting, November, 1927. Part II. No. 5
The proportions in which A, B, C and D will share in the pro­
motion profits are determined as follows:
A.................................
B.................................
C.................................
D .................................
Final holdings of mem­
bers of syndicate
Paid for 
in cash
1,500
1,000
1,000
Paid for 
in property 
16,500
Donated 
by A
13,500*
1,500
1,000
1,000
Number of 
shares
3,000
3,000
2,000
2,000
Per
cent.
30
30
20
20
Total of members of
syndicate.............. 3,500 16,500 10,000* 10,000 100
Corporation.............. 10,000
Total................. 3,500 16,500
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We assume that the “ accounts of the syndicate, showing the 
distribution of profit on the sale of the common stock” means a 
statement rather than the ledger accounts.
N ame or Syndicate
Statement of distribution of profit on sale of stock 
Period unknown
Sale price and profit—2,500 shares common stock of the Northern
Coal Company at $90.00..................................................................  $225,000
Distribution:
A—30%...................................................................................................  $ 67,500
B—30 .................................................................................................... 67,500
C—20 .................................................................................................... 45,000
D—20 ................................................................................................... 45,000
T o ta l........................................................................................  $225,000
The items to appear in the balance-sheet of the Northern Coal 
Company are determined by setting up the following working 
papers.
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T he N orthern Coal Company
Balance-sheet
(Date)
Cash.........................
Coal properties.. .  .
Assets
............................................................................. $1,370,000.00
.............................................................................  1,900,000.00
Total..............
Liabilities................
Liabilities and net worth
Net worth:
Capital stock:
7% preferred--authorized and outstanding $2,000,000.00
Common—authorized and outstanding.. . .  250,000.00
------------------- $2,250,000.00
Capital surplus...................................................... 1,020,000.00
Total...................................................................  $3,270,000.00
Auditing, May, 1928.
No. 1. We shall assume that arrangements are made to count the 
cash at the close of business on the balance-sheet date, so as to 
avoid the necessity of verifying cash transactions for a period 
subsequent to the balance-sheet date, as would be obligatory 
if the cash were counted at a later date. Enough men should 
be assigned to the engagement to make simultaneous counts of 
the cash funds at the head office and at all stores, to avoid any 
possible substitution of funds. I t  might be possible to reduce 
the number of men assigned to the engagement by verifying 
the funds at the head office after they have been transferred 
from the stores, but undoubtedly change funds at least would 
be allowed to remain at the stores, and the verification of these 
would require visits to the several locations. Verification of all 
funds a t the stores before remittance to the head office or be­
fore deposit in bank would reduce the number of in-transit 
items to be verified. Such transit items as exist should be veri­
fied, and any funds counted prior to deposit or transfer should 
be traced into the bank or to the transferee.
Bank statements and certifications as to balances should be 
obtained and the bank accounts reconciled. The total amount 
of cash thus determined to be on hand, in transit and on deposit 
should be in agreement with the balance called for by 
the books.
All negotiable securities should be verified simultaneously 
with the cash, to detect any attem pt to conceal a cash shortage 
by obtaining funds temporarily by the use of the securities.
Having found that the cash on hand, in transit and in bank 
is in agreement with the balance required by the books, tests 
should be made to determine whether or not the books have 
been manipulated to reduce the book balance. This will in­
volve tests of the cashbook footings, vouching of disburse­
ments, and an examination of the records of receipts to de­
termine that all cash received has been properly recorded. Just 
what routine will be followed in the verification of the receipts 
will depend upon the system of accounting and internal check. 
The greater portion of the receipts will be transfers to the head 
office from the local stores, and the verification thereof will 
include an examination of the local store reports, and a study 
of the system of internal check to ascertain its adequacy.
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No. 2. Since the question states that the books of the estates 
have been closed as of December 31, 1927, but that no entries 
have been made for the January transactions, it must be as­
sumed that the verification is being made after December 31, 
1927. The books should be written up to the date of the visit, 
say January 31st, so as to show what securities should be on 
hand at that date. Pending the completion of this work and 
the preparation of security lists, a control should be established 
over the securities in the safe-deposit boxes and the office safe 
by sealing. When the lists have been completed, the securities 
in the safe-deposit boxes and in the safe should be checked 
against the lists. The securities of all estates should be verified 
simultaneously, as the confidential secretary has access to 
them all and might substitute securities if the securities of 
all the estates were not kept under control and checked at 
one time.
The brokers should be asked for confirmations of the secur­
ities in their possession at the cut-off date, say January 31st, 
and for statements of their accounts since December 31st.
The transactions for January should be applied to the Jan­
uary 31st balances as shown by the verified lists to ascertain 
the securities owned at December 31st, but this would be a 
verification only as to the total securities. There would be no 
way to prove that the securities which should have been in the 
safe-deposit boxes and the safe were actually there on Decem­
ber 31st.
While it would be impossible to make physical verification as 
of December 31st of the securities not with brokers, the brok­
ers’ statements would show the securities held long by them on 
that date or such long securities could be ascertained by work­
ing back from the January 31st balances. The securities thus 
held by the brokers should be ascertained and shown in the 
report as security to the brokers’ accounts.
Having thus verified the securities held a t December 31st 
in total, the transactions during the year should be verified 
against brokers* statements to determine that no errors or mis­
statements have been made in the accounts to understate the 
balances as of the close of the year.
Just as the simultaneous verification of securities was essen­
tial to the verification of cash, as mentioned in the answer to
96 A N S W E R S
question 1, so the simultaneous verification of cash would be 
essential to the verification of securities.
The report might contain a schedule of securities owned at
December 31st and a comment as follows:
“We verified the securities owned by inspection of those held in safe- 
deposit vaults and in the office safe on January 31, 1928, by certifica­
tions received from brokers as to securities held by them on that date, 
and by application of recorded and verified transactions between De­
cember 31, 1927, and January 31, 1928. The securities thus indicated to 
have been owned at December 31, 1927, are detailed in schedule------ .”
No. 3. Some important points in an auditor’s conduct are:
(1) Promptness.
(2) Consideration of the convenience of the office force, so far as the de­
mands for records, etc., are concerned.
(3) Care in returning books and other documents.
(4) A careful balance between insistence upon adequate evidence and 
arrogance or an attitude of suspicion.
(5) Avoidance of needless conversation with members c f the client’s organi­
zation, especially concerning any matters coming to the auditor’s 
attention during the course of the audit.
No. 4. A newspaper report that M has bought the F corporation’s 
business is not sufficient evidence to show that M is entitled to 
the audit reports. The news report may be erroneous, or M 
may have merely purchased “ the business” without acquiring 
the stock and the control of the corporation.
The auditor should tell M that he hopes that the pleasant, 
confidential relations which have so long existed between the 
officers of the F corporation and himself will now extend to 
the new ownership and management, and that he will be happy 
to submit and discuss the reports of the F corporation if M 
will favor him with a letter of authorization from the present 
secretary (or some other officer) of the corporation.
No. 5. The auditor should:
(a) Acquaint himself with the procedure which was followed in taking the 
inventory, to assure himself that correct results could probably be 
expected.
(b) Test the final inventory sheets against the original count sheets to see 
that no errors were made in transcribing. See that the original sheets 
were signed or initialed by the persons who took the inventory.
(c) Make tests of the quantities on hand against the perpetual inventory 
records, the sales requirements and the annual production.
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(d) See that the inventory includes goods out on consignment and does not 
include goods held on consignment.
(e) Inspect receiving records and voucher record entries to see that all goods 
purchased prior to the balance-sheet date were charged to purchases, 
credited to accounts payable and included in the inventory.
(0  Inspect the shipping and sales records to see that goods sold before the 
balance-sheet date were not included in the inventory.
(g) Check cost prices against invoices and cost records, examining the cost 
system to determine whether costs are probably computed accurately 
or not. Compare costs with market values, and determine which basis 
was used in the inventory valuation.
(h) Determine to what extent the inventory may have been affected by 
obsolescence, and see whether the officers have given due consideration 
to this matter or not.
(i) Make a thorough test of extensions and footings.
(j) Apply the gross-profit test.
(k) Obtain a certificate from an officer of the company as to the accuracy 
of the inventory.
No. 6. The quoted statement of law appears to mean clearly that 
the payment made in the acquisition of treasury stock can not 
exceed the surplus existing at the time of the purchase. If  this 
is the case the purchase of treasury stock appears to have been 
illegal, and it does not seem that any entry can be made which 
will change an illegal action into a legal one.
As the twenty-five per cent. dividend was presumably not 
paid on the treasury stock, the charge to surplus in respect of 
this dividend would be reduced $5,000, and it is possible that 
$15,000 of profit may have been earned between December 31, 
1926, and the date of the purchase of the stock. This would be 
sufficient to make the purchase of treasury stock legal. The 
entry with respect to the excess dividend would be a debit to 
dividends payable and a credit to surplus, in the amount of 
$5,000. The entry to take into surplus the portion of profit 
earned at the date of the purchase of the treasury stock can 
not be given without more information as to whether or not 
the books are closed monthly.
No. 7. Starting with the quantities shown by the closing inven­
tory, it might be possible to work back to the opening inven­
tory quantities by the application of quantities shown by 
production and sales records. As the question states that no
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accurate stock records were kept, the production and sales 
records appear to be the only recourse.
After checking in this manner the quantities shown by the 
opening inventory, it might be possible to determine produc­
tion costs during the year 1925 and apply them against the 
quantities.
The determination of quantities and costs would be some­
what less difficult in a fruit-packing plant with a production 
season closing on September 15th than it would be in a manu­
facturing plant where work would be in progress at the end 
of the year.
Something might be accomplished by comparing production 
costs of the two years, and selling prices of the two years, to 
obtain information as to probable uniformity or probable 
differences in gross-profit rates, and then applying the gross- 
profit test to the opening inventory.
Since the packing season does not start until May 15th, sales 
from January 1st to that date would have to be made from the 
opening inventory. The auditor might look for discrepancies 
between the January 1st inventory and the sales for the four 
and one-half months ended May 15th.
No. 8. The question appears to be subject to two interpretations:
First: Motors should be charged to machinery account and 
depreciated at the machinery rate. The charges prior to 1920 
were correct, and the 1925 charge was wrong. On this assump­
tion the only correction necessary is a transfer from equipment 
to machinery of the cost of motors purchased in 1925. As only 
one year’s depreciation has been provided on these motors, and 
as the equipment and machinery rates for the first year of use 
are the same, no adjustment of depreciation is necessary and 
consequently there will be no adjustment of managers’ bonuses.
The question does not state whether any purchases were 
made between 1920 and 1925. If  any purchases were made 
during this period and charged to equipment when they should 
have been charged to machinery, the cost should be transferred 
from the equipment to the machinery account, and adjust­
ments made with respect to the overstatement of depreciation 
resulting from depreciating them at the 40 per cent. rate in­
stead of at the 10 per cent. rate.
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Second: Motors should be charged to equipment account 
and all charges for purchases prior to 1920 were incorrect. 
Since the motors purchased prior to 1920 have been depreciated 
at a 10 per cent. rate instead of a 40 per cent. rate, the depre­
ciation charges should be corrected by charge to surplus.
Whether the adjustment of depreciation should also result 
in an adjustment of the managers’ bonuses for prior years, or 
an adjustment of the bonuses of 1926 to compensate for the 
errors of prior years, or no bonus adjustment, will depend upon 
the contract with the managers.
No. 9. The general rule has been that dividends can be paid only 
from surplus and that surplus is overstated unless provision 
  has been made for the depreciation of fixed assets. Under this 
rule the accountant should advise the company to pay no 
dividend until after making a provision for depreciation, but 
this advice would be subject to certain qualifications.
In the first place, the question states that the appraisal dis­
closes an overstatement in the reserve. Presumably according 
to the appraisal the reserve is based on replacement cost and is 
therefore in excess of a proper reserve based on cost. Assuming 
that the company is not permitted to pay dividends from sur­
plus resulting from an appraisal, it follows that it can deter­
mine the surplus available for dividends on the basis of the 
establishment of an adequate reserve on a cost basis rather than 
on an appraisal basis. Therefore it would appear permissible to 
ascertain the estimated life by appraisal and to recompute 
the depreciation of prior years on the basis of the ratio of the 
expired life to the total life estimated by the appraiser, ap­
plied to cost. The resulting reduction in the reserve could be 
credited to surplus, and the reserve could be raised to the total 
shown by the appraisal by charge to the capital surplus re­
sulting from adjusting the property accounts from cost to 
replacement cost.
The laws with respect to the payment of dividends have been 
modified materially in some states since the introduction of 
the no-par-value form of stock. For instance, in some states 
it is permissible to pay dividends if the net assets exceed the 
stated value of the stock, and appraised values may be used in 
determining the value of the net assets. The laws of the state of
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incorporation of the company in question should be studied to 
determine the exact legal requirements applying to the company.
No. 10.
(a) Semi-annual billings should be recorded by debiting the 
members and crediting dues billed in advance (for the 
amount of the dues) and dues-taxes payable for the tax 
thereon. The amount of the billing can be verified by 
reference to the membership roll and by inspection of the 
minutes for names of new members, members transferred 
from one class to another, resignations, suspensions and 
expulsions.
Since the dues are billed semi-annually in advance, and an 
income statement is prepared monthly, transfers should be 
made each month from dues billed in advance to dues in­
come.
(b) The balance-sheet will show the members’ accounts receiv­
able on the asset side. On the liability side will appear the 
liability for taxes collected by the club but not remitted 
and the deferred credit for dues collected in advance and 
not yet earned.
The question does not indicate the nature of the two classes 
of memberships. I f  they are (for instance) senior and junior 
memberships, the procedure outlined above would apply; 
possibly separate accounts with dues collected in advance 
and with dues income should be kept for each class. If 
there are annual members and life members, the latter will 
be billed with the tax but not with dues.
A cco u n tin g , M ay, 1928. P art I . N o . 1
(a) The president is right in believing that the abnormal over­
head for one month should not be included in the cost of produc­
tion for the month; he is wrong in considering it a loss.
The difficulty apparently arises from the company’s practice of 
regarding each month as a unit in determining the burden rates. 
When this is done, the monthly burden rates may vary greatly 
because of (1) variations in expenses by months due to large 
expenditures—taxes, for instance—in one month, and (2) varia­
tions in the number of hours worked due to seasonal operations.
To use an abnormally low rate in one month would tend to 
understate costs in relation to averages for the year. To use an 
abnormally high rate in another month would overstate costs, but 
to adopt the president’s point of view would understate the cost 
of production for the year by the amount of the so-called “loss.”
As a fiscal year is a normal period in which all business trans­
actions may be accounted for, it is suggested that a rate of dis­
tribution of manufacturing expense based upon the expense and 
production for a fiscal year be used, to eliminate the extreme 
month-by-month fluctuations which occur when a monthly dis­
tribution is made. The normal or predetermined rate is, of course, 
an estimate, for the actual expense and production can not be 
known until the end of the fiscal year. However, an analysis of 
the expenses and production of the past years, and a careful 
consideration of possible and probable changes in conditions of the 
current year should enable the accountant to arrive a t a reliable 
rate to be used. This predetermined rate should be checked 
against actual results from time to time and major changes 
should be recognized immediately in a revision of the rate used.
Cost accountants generally agree that it is impossible to elimi­
nate all idle time—that 80 per cent. actual running time may be 
considered as normal. I t  is necessary, however, to keep accurate 
account of the idle time, not only as to cost but also as to the 
cause, if this waste is to be reduced to a minimum. The cost of 
idle time may be treated in the accounts as additional overhead ex­
pense to be applied to production. I t  is also advocated by some that 
idle time or under-applied overhead due to sub-normal production 
should be charged directly to profit and loss as a loss in order that 
only “normal” cost shall appear in the operating statements as cost.
(b) The following chart indicates the general procedure of 
applying direct costs and apportioning indirect costs to determine 
a machine-hour rate. Interest has not been included as a cost.
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Accounting, May, 1928. Part I. No. 2
The problem states that "the amounts realized were credited, as of 
the dates given, in accordance with the agreement." The amounts 
realized would be credited to the accounts of the assets disposed of, 
and the stated agreement as to the division of profits and losses would 
not in any way affect these credits. What did the examiners mean by 
this quoted statement? Something was done with the amounts 
realized, and it was done in accordance with the agreement. We 
think the examiners meant: The amounts realized were distributed 
to the partners, as of the dates given, in such amounts as to give proper 
consideration to their agreement regarding the distribution of profits 
and losses.
The following statement of capital accounts shows how the 
known losses were charged and what cash payments were made to 
the partners each month. The working papers show the compu­
tations of the permissible cash distributions after giving con­
sideration to possible subsequent losses chargeable to each 
partner.
A, B, and C
Statement of capital accounts showing entries in each partner’s account and 
final balances 
(Period)
A B C Together
Profit-and-loss ratio............ 5/12 1/3 1/4 12/12
Credit balances of capital
accounts (date)................ $10,000.00 $30,000.00 $50,000.00 $90,000.00
March 31, 192-:
Debits for loss on sale of
assets............................. 833.33 666.67 500.00 2,000.00
Balances.................. $ 9,166.67 $29,333.33 $49,500.00 $88,000.00
Debits for cash distributed
(see working papers).. 8,000.00 8,000.00
Balances.................. $ 9,166.67 $29,333.33 $41,500.00 $80,000.00
April 30, 192-:
Debits for loss on sale of
assets............................ 8,541.67 6,833.33 5,125.00 20,500.00
Balances.................. $ 625.00 $22,500.00 $36,375.00 $59,500.00
Debits for cash distributed
(see working papers).. 19,500.00 19,500.00
Balances.................. $ 625.00 $22,500.00 $16,875.00 $40,000.00
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June 30, 192-:
Debits for loss on sale of
assets............................ $ 1,250.00 $ 1,000.00 $ 750.00 $ 3,000.00
Balances..................
$
625.00* $21,500.00 $16,125.00 $37,000.00
Debits for cash distributed
(see working papers).. 4,000.00 3,000.00 7,000.00
Balances.................. $ 625.00* $17,500.00 $13,125.00 $30,000.00
September 3 0 ,  192-:
Debits for loss on sale of
assets............................. 6,375.00 5,100.00 3,825.00 15,300.00
Balances.................. $ 7,000.00* $12,400.00 $ 9,300.00 $14,700.00
Debits for cash distributed 
(see working papers).. 8,400.00 6,300.00 14,700.00
Balances.................. $ 7,000.00* $ 4,000.00 $ 3,000.00 $ . . . .
*Debit balances.
Working papers— March 31, 192-
A B C Together
Profit-and-loss ratio.............
Total capitals before dis­
tributing cash ...................
Less: Cash for distribution.
Possible loss in P. & L. ratio
Capital greater than possi­
ble loss...............................
Capital less than possible 
loss......................................
Additional possible loss to 
B and C.............................
B—4 /7  of $24,166.66 
C—3/7  of $24,166.66
Capital greater than possi­
ble loss...............................
Capital less than possible 
loss.....................................
Additional possible loss to C
5/12  1/3 1/4 12/12
$ 9,166.67 $29,333.33 $49,500.00 $88,000.00
8,000.00
33,333.33 26,666.67 20,000.00 $80,000.00
$ 2,666.66 $29,500.00
$24,166.66
13,809.52
10,357.14
$19,142.86
• $11,142.86
11,142.86
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Balance, representing the 
excess of capital over pos­
sible loss............................  $ 8,000.00
The $8,000.00 cash for distribution should be paid to C.
Working papers—April 31, 192-
A B C Together
Profit-and-loss ratio.............
Total capitals before dis­
tributing cash...................
Less: Cash for distribution.
Possible loss (in P.&L. ratio)
5/12 1/3 1/4 . 12/12
$ 625.00 $22,500.00 $36,375.00 $59,500.00
19,500.00
16,666.67 13,333.33 10,000.00 $40,000.00
Capital greater than possi­
ble loss...............................  $ 9,166.67 $26,375.00
Capital less than possible
loss......................................$16,041.67
Additional possible loss to 
B and C
B—4/7  of $16,041.67 
C—3/7 of $16,041.67
Balance, representing the 
excess of capital over pos­
sible loss.............................
9,166.67
6,875.00
$ . . . .  $19,500.00
The $19,500.00 cash for distribution should be paid to C.
Working papers—June 30, 192-
A B C Together
Profit-and-loss ratio............. 5/12 1/3 1/4 12/12
Total capitals before dis­
tributing cash...................$ 625.00* $21,500.00 $16,125.00 $37,000.00
Less: Cash for distribution. 7,000.00
Possibleloss(inP.&L.ratio) 12,500.00 10,000.00 7,500.00 $30,000.00
Capital greater than possi­
ble loss...............................  $11,500.00 $ 8,625.00
Capital less than possible
loss......................................$13,125.00
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Additional possible loss to 
B and C
B—4/7  of $13,125.00 
C—3/7 of $13,125.00
Balances, representing the 
excess of capital over pos­
sible loss............................
$ 7,500.00
__________ $ 5,625.00
$ 4,000.00 $ 3,000.00
The $7,000.00 cash for distribution should be paid as follows: 
To B—$4,000.00 
T o  C— 3,000.00 
Total $7,000.00
Working papers—September 30, 192-
A B C Together
Profit-and-loss ratio.. . . . . .  5/12 1/3 1/4 12/12
Total capitals before dis­
tributing cash.................. $ 7,000.00* $12,400.00 $ 9,300.00 $14,700.00
Less: Cash for distribution. 14,700.00
Possibleloss(inP.&L.ratio) S . . . .
Capital greater than possi­
ble loss...............................  $12,400.00 $ 9,300.00
Capital less than possible
loss......................................$ 7,000.00
Additional possible loss to 
B and C
B—4 /7  of $7,000.00 $ 4,000.00
C—3/7 of $7,000.00 _____________ 3,000.00
Balances, representing the 
excess of capital over pos­
sible loss............................  $ 8,400.00 $ 6,300.00
The $14,700.00 cash for distribution should be paid as follows:
To B—$8,400.00 
T oC — 6,300.00
Total $14,700.00 
*Debit balances.
Accounting, May, 1928. Part I. No. 3
Balance-sheet of A  company:
When A received the note from B, it made the following entry:
(1) Notes receivable.................................................... $100,000
B company........................................................... $100,000
When A discounted the note, it made the following entry 
(ignoring the discount):
(2) Cash.......................................................................... $100,000
Notes receivable discounted............................  $100,000
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On its balance-sheet, A company will show the liability to B 
company (recorded in entry 1) as a current liability.
I t will also show, in a footnote, its contingent liability on the 
inter-company note discounted.
Balance-sheet of B company:
When B issued the note to A, it made the following entry:
A company....................................................................  $100,000
Notes payable.....................................................  $100,000
On its balance-sheet, B company will show the receivable from
A company among its current assets and the note payable 
among its current liabilities.
Consolidated balance-sheet:
In the consolidated balance-sheet working papers, the debit 
to notes receivable (A’s books) and the credit to notes payable 
(B’s books) will be eliminated against each other. Also, the 
credit to B company (A’s books) and the debit to A company 
(B’s books) will be eliminated against each other.
In the working papers, the credit to notes receivable dis­
counted appearing on A’s balance-sheet will be carried to 
the consolidated balance-sheet columns. In the consolidated 
balance-sheet, the liability should of course be shown as a 
direct liability to the bank.
A cco u n tin g , M ay, 1928. P art I . N o . 4
Depreciation for 5 years (January 1, 1920, to December 31, 
1924) was provided on the basis of a 20-year life, or at a 5% rate. 
On the basis of a 25-year life, the rate should have been 4%. 
Therefore the following entry should be made to adjust the re­
serve as of December 31, 1924:
Reserve for depreciation............................................  $2,000
Surplus............................ ........................................  $2,000
To adjust depreciation for five years ended 
December 31, 1924:
Per books: 5 years @ 5% on $40,000........... $10,000
Adjusted: 5 years @ 4% on $40,000............  8,000
Adjustment.........................................................  $ 2,000
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Depreciation on a cost basis should then be brought down to 
June 30, 1925:
Depreciation................................................................................  $800.00
Reserve for depreciation......................................................  $800.00
To provide depreciation for 6 months at annual rate 
of 4% on $40,000 cost.
The book value and the appraised value of the property are:
Excess per
Per books appraisal Appraisal
Cost...........................  $40,000 $20,000 $60,000 Replacement cost
Depreciation.............  8,800 4,400 13,200 Depreciation 5½  X 4%
Net book value........  $31,200 $ 15,600 $46,800 Net appraised value
So that depreciation may hereafter be provided on cost, it is 
advisable to take up the appraisal by entries in new accounts
reflecting the appraisal increases, thus:
Building—appraisal increase...................................................  $20,000
Reserve for depreciation— appraisal increase.................  $ 4,400
Reserve for unrealized increment per appraisal............. 15,600
(The foregoing schedule could be appended as an 
explanation).
The property value is now reflected by the following account
balances:
Building (cost)..................................................................... . . .  $40,000
Building—appraisal increase.  .............................................. 20,000
Reserve for depreciation (cost)..............................................  $ 8,800
Reserve for depreciation— appraisal increase......................  4,400
Reserve for unrealized increment per appraisal.................. 15,600
The entries for depreciation provisions on December 31, 1925, 
and 1926 will depend upon whether it is desired to charge manu­
facturing costs with depreciation on the basis of (1) the original 
cost or (2) the appraised value of the property.
(1) Entries on basis of charging production with depreciation
on basis of cost:
December 31, 1925:
Depreciation........................................................................................  $800
Reserve for depreciation.............................................................  $800
Six months on $40,000 at 4% per annum.
Reserve for unrealized increment per appraisal.  .....................  400
Reserve for depreciation— appraisal increase.........................  400
Six months’ proportion of $15,600 net increase, to be 
written off over 19½  years, i.e . ,  1/39th.
December 31, 1926:
Same entries as above, but of twice the above amounts.
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(2) Entries on basis of charging production with depreciation
on basis of appraised value of property:
December 31, 1925:
Depreciation.............................................................................  $1,200
Reserve for depreciation..................................................  $800
Reserve for depreciation—appraisal increase..............  400
To credit the reserve (cost basis) with 2% (for six 
months) of $40,000 cost; and to credit the reserve for 
depreciation of the appraisal increase with 1/39th of
net increase of $15,600.
Reserve for unrealized increment per appraisal............... 400
Surplus..................................................................................  400
Appreciation realized by charges to operations. 
December 31, 1926:
Same entries as above, but of twice the above amounts.
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The bonus and the architect’s compensation are computed as 
follows:
Let T  =  the tax
and let A  =  the architect’s compensation
Since the tax is 13 of the taxable income, i. e., the book profit of 
$232,401.50, plus the non-allowable deductions of $13,205.00, less the archi­
tect’s compensation,
T  =  .135 ($232,401.50 +  $13,205.00 -  A )............................ (1)
or T  =  .135 ($245,606.50 -  A)
T  =  $33,156.88 -  .135A ............................................................ (2)
And since the architect’s compensation is 40% of the profit of the corpora­
tion, after providing for federal tax,
A  =  .40 ($232,401.50 -  T)........................................................ (3)
or A  -  $92,960.60 -  .40T .............................................................. (4)
If we substitute this value for A  in equation (2) we have:
T  -  $33,156.88 -  .135 ($92,960.60 -  .40T)
or T  -  $33,156.88 -  $12,549.68 +  .054T 
T - .0 5 4 T  =  $33,156.88 -  $12,549.68
.946T  =  $20,607.20 
T  =  $21,783.51
Solving for A :
A  =  .40 ($232,401.50 -  T ) ........................................................(3)
A  =  .40 ($232,401.50 -  $21,783.51)
A  =  .40 ($210,617.99)
A  =  $84,247.20
110 A N S W E R S
Proof
Computation of tax:
Profit before tax and before payment of architect’s com­
pensation ......................................................................................
Non-allowable deductions.............................................................
Taxable income before deducting architect’s compensation..  
Deduct—architect’s compensation..............................................
Taxable net income.........................................................................
Multiply by.......................................................................................
Tax......................................................................................................
Computation of architect’s compensation:
Profit before tax and architect’s compensation........................
Deduct— tax.....................................................................................
Profit subject to architect’s compensation................................
Multiply b y ......................................................................................
Architect’s compensation...............................................................
$232,401.50
13,205.00
$245,606.50
84,247.20
$161,359.30
13½ %
$ 21,783.51
$232,401.50
21,783.51
$210,617.99
40%
$ 84,247.20
Instead of the expression for T  which is used above (1), the following may be 
substituted as a shorter method.
Since the tax is 13½ % of $232,401.50 plus the non-allowable deductions of 
$13,205.00 less the architect’s compensation, the latter may be expressed in this 
equation as 40% of the profits, $232,401.50, or $92,960.60, less a proportionate 
(40%) amount of the tax, or .4T.
T  =  .135 [$232,401.50 +  $13,205.00 -  ($92,960.60 -  .4T)]
T  =  .135 ($232,401.50 +  $13,205.00 -  $92,960.60 +  .4T)
T  =  $20,607.20 +  .054T
.946T  =  $20,607.20 
T  =  $21,783.51
In  the above solution, the architect's compensation is not considered 
as an expense in determining the amount of such compensation. I f  
the architect's fee is to be treated as an expense the solution will be:
A  =  .40 ($232,401.50 — A  — T ).......................................... (1)
2.5A  =  $232,401.50 — A  — T .....................................................(2)
3.5A  =  $232,401.50 — T ............................................................ (3)
T  =  $ 33,156.88 — .135 A  (as in preceding solution)....... (4)
.135A  =  $ 33,156.88 -  T ............................................................ (5)
3.5 A  =  $232,401.50 -  T ............................................................ (3)
Subtract .135A  ~  $  33,156.88 — T .......................  ................................... (5)
3.365A  =  $199,244.62....................................................................... (6)
A  =  $ 59,210.88
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Proof
Computation of tax:
Profit before tax and before payment of architect's compensation   $232,401.50
Non-allowable deductions................................................................  13,205.00
Taxable income before deducting architect's compensation......... $245,606.50
Deduct architect's compensation............................  ....................... 59,210.88
Taxable net income...........................................................................  $186,395.62
Multiply by........................................................................................ 13.5%
Tax.....................................................................................................  $  25,163.42
Computation of architects compensation:
Profit before tax and architect's compensation.............................  $232,401.50
Deduct:
Tax.......................................................................... $25,163.42
Architect's compensation...................................... 59,210.88 84,374.30
Profit subject to architect’s compensation......................................  $148,027.20
Multiply by........................................................................................ 40%
Architect’s compensation.................................................................   $ 59,210.88
Accounting, May, 1928. Part I. No. 6
Sinking-fund deposits begin at the end of the fourth year of the 
twenty-year loan.
If D =  each of the first 5 deposits.  
Then 1 . 5D =  each of the next 5 deposits.   
and 2D  =  each of the next 7 deposits.
Then the deposits may be stated thus:
D for 17 years—which will amount to 25.8404 X D
An additional . 5D for 12 years— which will amount to 15.9171 X .5D
and an additional . 5D  for 7 years— which will amount to 8.1420 X . 5D
Since the desired fund is $900,000,
$900,000.00 =  25.8404D +  7.95855D +  4.0710D  
$900,000.00 =  37.86995D  
$900,000.00 ÷  37.86995 =  D 
$23,765.54 =  D, or contributions first 5 years 
$23,765.54 X 1.5 =  $35,648.31 contributions next 5 years 
$23,765.54 X 2 .0  =  $47,531.08 contributions next 7 years
Commercial Law, May, 1928.
No. 1. No. A promissory note imports consideration and words 
expressing consideration are therefore unnecessary.
No. 2. The defense is not valid. A, having received the cheque 
for value without notice of any defenses, takes it free from such 
a defense as that interposed by Y.
No. 3. No. The negotiable-instruments law provides: “A cheque 
of itself does not operate as an assignment of any part of the 
funds to the credit of the drawer with the bank, and the bank 
is not liable to the holder unless and until it accepts or certifies 
the cheque.”
No. 4. The defense is not valid. B was a holder in due course. 
The negotiable-instruments law provides that the insertion of 
a wrong date in an instrument which is issued undated but 
which is payable at a fixed period after date does not avoid the 
instrument in the hands of a subsequent holder in duecourse; but 
as to him the date so inserted is to be regarded as the true date.
No. 5. There was a contract between A and B. Where an offer 
is made by mail, it is implied, in the absence of notice of re­
vocation reaching the party receiving the offer before its ac­
ceptance, that the writer continues willing to contract down 
to the time that the other party may, with due diligence, accept 
the proposition, and in such cases the latter may use the same 
medium to express his assent. The contract is made when the 
letter of acceptance is mailed.
No. 6. Yes, B can recover. B’s agreement that he accepts $300 
in full discharge must be supported by a valid consideration in 
order that it be a valid release of his claim against A. Payment 
by A of $300, which is less than he admittedly owed, is not a 
valid consideration for he was already bound to pay this 
amount and more.
No. 7. There was no contract. A’s agreement that his offer re­
main open for two weeks is not supported by any consideration. 
A therefore could revoke his offer before the expiration of two 
weeks. A did this and his revocation was received by B before 
B accepted A’s offer.
No. 8.
(a) Where the contract of the preferred stockholder provides 
that its holder shall be entitled to cumulative dividends of
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a certain percentage, this means that the holder has a right 
to have paid any arrearages of dividends for previous years 
before any dividends whatever may be paid to the holders 
of the common stock.
(b) A de facto corporation is one which exists in fact from the 
fact of its acting as such though not in law or of right a 
corporation. I t is essential to the existence of a de facto 
corporation that there be (1) a valid law under which a 
corporation with the powers assumed might be incorpo­
rated;(2) a bona-fide attem pt to organize a corporation under 
such law; and (3) an actual exercise of corporate powers.
(c) A corporation de jure is a corporation which in all respects 
is legal; a body which has a right to corporate existence, and 
to exercise corporate powers, of which it can not be de­
prived, even by the state in a direct proceeding, contrary 
to the terms of its charter.
No. 9. The general rule in the United States is that a corporation 
has no power to purchase and hold the stock of another cor­
poration unless this power is granted by a statute. The power, 
may, however, arise by implication and may, therefore, be 
exercised when necessary to the exercise of its granted powers, 
or when reasonably necessary in order to carry out the objects 
of the corporation. Although purchasing shares be not within 
the course of the business of a corporation in ordinary circum­
stances, it may be entirely proper in exceptional circumstances. 
Thus, every corporation, irrespective of the nature of its busi­
ness, would have a right to receive shares given in payment of, 
or as security for, a claim which is in danger of proving worth­
less through insolvency of the debtor.
No. 10. X  can hold Jones, Smith and Brown individually for the 
damages he has suffered for breach of contract. Brown was 
held out to the public as a member of the firm and X who had 
no reason to believe he had ceased to be a member of the firm 
can hold him responsible as well as the two members of the new 
firm.
No. 11.
(a) Where no time is specified (expressly or impliedly) for the 
duration of a partnership, the partnership may be termi­
nated at the will of any member.
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(b) When a partner retires or a new one is admitted to the firm 
that effects a dissolution of the old partnership and the 
formation of a new one.
No. 12. The loss of $5,000 is not deductible under the provisions 
of the income-tax law for the house was bought to be used as a 
home by its purchaser. The loss was not one arising from fires, 
storms, shipwreck or other casualty or from theft, nor was it 
incurred in a trade or business or in a transaction entered into 
for profit.
No. 13.
(a) Partnerships as such are not taxed under the 1926 act. 
They are required to make returns of thier incomes, how­
ever. The partners are taxable upon their distributive 
shares of the net income of such partnership, whether dis­
tributed or not, and are required to include such distribu­
tive shares in their return.
(b) Individuals are allowed deductions for:
(1) Losses sustained during the taxable year and not compensated for 
by insurance or otherwise, if incurred in trade or business.
(2) Losses sustained during the taxable year and not compensated for 
by insurance or otherwise, if incurred in any transaction entered 
into for profit though not connected with the trade or business. 
(However, in the case of a non-resident alien individual this de­
duction will be allowed only if the profit, if  such transaction had 
resulted in a profit, would be taxable.)
Under this provision of the law no deduction is allowed for any loss 
claimed to have been sustained in any sale or other disposition of 
shares of stock or securities where it appears that within thirty days 
before or after the date of such sale the taxpayer has acquired 
(otherwise than by bequest or inheritance) or has entered into a 
contract or option to acquire substantially identical property, and 
the property so acquired is held by the taxpayer for any period after 
such sale or other disposition. If such acquisition or the contract or 
option to acquire is to the extent of part only of substantially 
identical property, then only a proportionate part of the loss will 
be disallowed.
(3) Losses sustained during the taxable year on property not connected 
with the trade or business (but in the case of a non-resident alien 
individual only property within the United States) if  arising from 
fires, storms, shipwreck or other casualty or from theft and if not 
compensated for by insurance or otherwise.
A cco u n tin g , M ay, 1928. P art II . N o. 1
The following is an explanation of adjustments made in the 
working papers.
The adjustments (a), (c), (d), (e) and (k) reverse book entries which do not 
represent funds applied or provided.
(a) Reverses the entry for the write-up of marketable securities.
(b) Transfers the charge to surplus account for cash dividend paid to a 
separate line, so that these dividends may be carried out as a separate 
item, as a fund applied.
(c) Reverses the entry charging surplus and crediting capital stock for 
the stock dividend.
(d) Reverses the entry writing off goodwill account to surplus.
(e) Reverses the entry writing off $20,000 of discount on funded-debt 
account to surplus.
(f) Transfers the net income for the year from surplus to a separate line so 
that the net income may be carried out as a separate item as a fund 
provided.
(g) A memorandum entry proving that all the items causing the net 
decrease in surplus ($130,000) have been separately accounted for.
(h) Transfers the balance in the discount on funded-debt account to 
serial-gold-notes account to set out the funds provided by the sale of 
the notes.
(j) Transfers the balance in the premium on treasury-stock-sold account 
to capital stock to set out the funds provided by the sale of capital 
stock.
(k) Transfers the $200,000 depreciation from the reserve to funds pro­
vided by profits.
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T he A Company
Statement of application of funds for the year ended December 31, 1927
Funds provided:
By net profits—
N et income per profit-and-loss statement..............$ 200,000
Add: Charge to profits for depreciation.................. 200,000
----------------$ 400,000
By decrease in investment in affiliated company......... 20,000
By sale of serial gold notes:
Par...................................................................................$1,000,000
Less: Discount on funded debt.................................  50,000
---------------- 950,000
By sale of treasury stock:
Par...................................................................................$ 110,000
Add: Premium on treasury stock.............................  170,000 280,000
Total funds provided.............................................  $1,650,000
Funds applied:
To deposit on account of new construction................  $ 140,000
To increase in plant and equipment............................  600,000
To payment of first-mortgage bonds............................$ 350,000
Less: Cash and securities in sinking fund............... 70,000
---------------- 280,000
To payment of cash dividend........................................  90,000
To increase in working capital (per schedule)..............  540,000
Total funds applied................................................  $1,650,000
T he A Company 
Schedule of working capital
Changes in
December 31, working capital
1926 1927 Decrease Increase
Current assets:
Cash............................................... $170,000 $ 300,000 $ 130,000
Certificate of deposit................... 200,000 200,000
Marketable securities................. 100,000 150,000 50,000
Customers* notes and accounts
receivable................................. 250,000 300,000 50,000
Inventories.................................... 100,000 160,000 60,000
Total current assets........... $620,000 $1,110,000
Current liabilities:
Accounts payable......................... $150,000 $ 200,000 $ 50,000
Purchase-money obligations.. . . 120,000 120,000
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Interest, payroll, and taxes ac­
crued......................................... $ 20,000
Total current liabilities. . .$290,000
‘ Working capital............................... $330,000
Increase in working capital.............
$ 40,000 $ 20,000
$240,000
$870,000
540,000
$610,000 $610,000
A cco u n tin g , M ay, 1928. P art II . N o . 2
Showing the stockholders’ equity in one amount in the balance- 
sheet is unsatisfactory for the following reasons:
(1) It fails to disclose the operating deficit.
(2) Since the preferred stock is preferred as to capital as well as dividends, 
the deficit should be deducted from the common stock.
(3) There can not be an operating deficit and an appropriated surplus 
reserve, such as the $50,000 reserve for “general purposes.” This 
reserve is therefore eliminated from the balance-sheet.
The notes receivable from officers and employees have not 
been taken out of the current section as there is nothing in the 
problem to show that they are not current. They have been 
separated from customers* receivables, however.
The reserve for bad debts has been brought over to the asset 
side as a deduction more exactly to state the current assets, and 
the reserve for depreciation has been brought over to show the 
net appraised value of the fixed assets.
Advances to traveling men are probably more properly classi­
fied as prepaid expenses than as current assets.
The note-payable liability has been divided to show trade ob­
ligations and bank loans, and the security to the bank loans has 
been stated. I t  does not appear necessary to mention the hypoth­
ecation of the merchandise on both the asset and liability sides 
of the balance-sheet.
I t  is impossible to tell whether “merchandise on consignment— 
$25,000” is:
(1) Merchandise out on consignment—if so, no adjustment is required, 
since the inventories are stated to be at the lower of cost or market. 
(We are solving on this assumption.)
or (2) Merchandise held on consignment—if so, it should be eliminated from 
the inventory and from the accounts payable.
The problem asks for comments on the balance-sheet, not on 
the financial condition.
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Accounting, May, 1928. Part II. No. 3
(1) Computation of amount of book loss to be recorded.
Since the appraised values as of December 31, 1926, were 
taken up on the books, the book loss will be based on the 
appraised value.
Let A W  =  appraised depreciated replacement value of entire walls of 
building.
Let P  =  percentage of wall destroyed—determined by measurement. 
Then P  X A W  =  depreciated replacement value of walls destroyed, and 
amount of book loss— assuming that the earthquake oc­
curred early in 1927. (This may be called BL, or book loss,
for use below.)
(2) Computation of amount of loss to be claimed in the federal 
income-tax return for 1927.
Let DCB =  the depreciated cost of the building partly destroyed, 
as shown by the depreciation schedule filed with the 
company’s federal income-tax return for 1926.
Let DAB  =  the depreciated appraised value of the same building, 
as shown by the appraisal report.
DCB
Then X BL  =  loss to be claimed on the tax return.
DAB
If  the loss to be claimed on the tax return is $4,480 (which is 
the original cost less depreciation at 2% for 18 years—or a total 
of 36%) the indicated cost, at January 1, 1909, of the walls 
destroyed, was:
$4,480.00 ÷  . 64 =  $7,000
Accounting, May, 1928. Part II. No. 4
The first step is to determine the amount to be allowed for 
goodwill, based on the adjusted profits.
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The following schedule will be helpful in determining the con­
sideration for net assets to be transferred and the entries to be 
made by Corporation B in recording the transfer of assets and 
liabilities and in the liquidation of the company.
Corporation B
Statement of assets and liabilities retained, assets and liabilities transferred, and adjustments 
of values, December 31, 1927
December Adjustments Retained
Assets 3 1 , 1927 Dr. Cr. or received Transferred
Cash.............................................. $ 81,000 $ 81,000
Receivables.................................. 56,000 $ 5,6001 $ 50,400
Inventories................................... 574,000 57,4001 516,600
Prepaid expenses......................... 9,000 900* 8,100
Mortgage sinking fund............... 400,000 400,000
Plant, less depreciation.............. 1,600,000 $1,800,0004 3,400,000
Organization expense................. 80,000 80,0002
Patents and trade marks------- 1,000,000 1,000,0002
Goodwill........................................ 573,7003 573,700
Amount received in settlement. 4,348,800
$3,800,000 $4,829,800 $4,548,800
Liabilities
Notes and accounts payable.. . . $ 200,000 200,000
Long-term notes.......................... 100,000 $ 100,000
Mortgage on plant....................... 1,000,000 1,000,000
Common stock............................. 2,000,000 2,000,000
Surplus.......................................... 500,000 63,900* 1,800,0004 1,729,800
1,080,0002 573,7003
$3,800,000 $3,517,600 $3,517,600 $4,829,800 $4,348,800
110% reduction in value of current assets transferred.
2To write off certain of the retained assets.
3Adjustment for appraisal.
4To put the goodwill on the books.
The problem is not clear with respect to the disposition of pre­
paid expenses. I t  states that all assets except cash are to be trans­
ferred; but, in grouping the assets in three classes to show the 
basis of payment, the prepaid expenses are not mentioned. We 
are assuming that they should be included with current assets.
Statement showing the amounts needed by corporation 
X  for settlement purposes
.............Consideration..............
Property Stock of corporation X
Current assets: transferred Cash Preferred Common
Receivables.................. ............$ 50,400
Prepaid expenses.....................  8,100
Inventories................................ 516,600
Total........................... $ 575,100
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Less notes and accounts payable $ 200,000
N e t........................................ $ 375,100
Payable in cash...................
Plant—at sound value per
appraisal....................................  3,400,000
Cash— 10%.........................
Preferred stock—90%
(30,600 shares of $100 
par)...................................
Goodwill.........................................  573,700
Payable in common stock
(11,474 shares of $50 
par)..................................
$375,100
340,000
$3,060,000
$573,700
T otal................................ $4,348,800 $715,100 $3,060,000 $573,700
Journal entries on the books of corporation B
Surplus.....................................................................................  $ 63,900
Reserve for bad debts....................................................... $ 5,600
Inventories.........................................................................  57,400
Prepaid expenses...............................................................  900
To write down assets transferred to corporation X.
See items (1) in foregoing schedule.
Surplus.....................................................................................  1,080,000
Organization expenses......................................................  80,000
Patents and trade marks..................................................  1,000,000
To write off intangibles. See items (2) in foregoing 
schedule.
Goodwill................................................................................... 573,700
Surplus......................................................................  -----  573,700
To place the goodwill on the books.
Plant.........................................................................................  2,200,000
Reserve for depreciation..................................................  400,000
Surplus (arising from revaluation of plant)..................  1,800,000
To record appraisal of plant:
Appraisal Books Increase
Plant.................$6,200,000 $4,000,000 $2,200,000
Depreciation
reserve........  2,800,000 2,400,000 400,000
Sound value.. .  $3,400,000
Book value.. . .  $ 1,600,000 $ 1,800,000
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X  corporation—v en d ee..................................................  $4,348,800
Notes and accounts payable...........................................  200,000
Reserve for bad debts.......................................    5,600
Reserve for depreciation..................................................  2,800,000
Receivables.....................................................................
Inventories.....................................................................
Prepaid expenses...........................................................
Plant................................................................................
Goodwill..........................................................................
Transfer of assets and liabilities.
$ 56,000
516,600 
8,100
6,200,000
573,700
Cash......................................................................................  715,100
Preferred stock—X  corporation......................................  3,060,000
Common stock—X corporation......................................  573,700
Vendee—X corporation...............................................
To record the receipt of cash, preferred stock
and common stock from the X corporation.
Long-term notes.................................................................  100,000
Mortgage on plant.............................................................  1,000,000
Mortgage sinking fund.................................................
Cash.................................................................................
To record the payment of the above liabilities.
Surplus (liquidation expense)..........................................  20,000
Cash.................................................................................
To record payment of liquidation expenses.
Surplus.................................................................................  1,709,800
Capital stock................................. .....................................  2,000,000
Preferred stock—X  corporation.................................
Common stock—X  corporation..................................
Cash.................................................................................
To record distribution of assets to stockholders.
4,348,800
400,000
700,000
20,000
3,060,000
573,700
76,100
Journal entries on the books of corporation X  
Investment corporation B ................................................  $ 720,000
Cash.................................................................................
To record purchase of 20,000 shares of stock of 
corporation B @ $36 per share, average.
Investment corporation B................................................  1,200,000
Treasury stock—preferred..................... ....................
Treasury stock—common............................................
To record purchase of 12,000 shares of stock of 
corporation B for 6,000 shares of preferred and 12,000 
shares of common.
Plant.....................................................................................  6,200,000
Reserve for depreciation..............................................
Vendor—corporation B................................................
To record the purchase of the plant of corpora­
tion B, at sound value, per the appraisal of December 
3 1 , 1927.
$ 720,000
600,000
600,000
2,800,000
3,400,000
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The next entry provides for the purchase of the current assets 
at 90% of book value, less the current liabilities. While prepaid 
expenses are not considered generally as current assets in a 
balance-sheet of a going business, such expenses may be and often 
are so treated in mergers, and in sales wherein one company pur­
chases the assets of another.
I t  will be noted that although the mortgage on the plant is due 
the next day, January 1, 1928, it is not considered as a current 
liability in the solution.
Receivables.................................................................  $
Inventories.................................................  .............
Prepaid expenses........................................................
Reserve for bad debts.........................................
Notes and accounts payable.............................
Vendor—corporation B......................................
To record the purchase of current assets in­
cluding prepaid expenses of corporation B and 
the assumption of current liabilities.
56,000.00
516,600.00
8,100.00
$ 5,600.00
200,000.00 
375,100.00
Goodwill......................................................................  573,700.00
Vendor—corporation B.......................................  573,700.00
To record the purchase of goodwill of corpo­
ration B.
Cash..............................................................................
Discount on 6% gold notes......................................
6 % gold notes.......................................................
To record sale of 6% gold notes @ 96.
960,000.00
40,000.00
1,000,000.00
Vendor—corporation B ...........................................  4,348,800.00
Cash......................................................................... 715,100.00
Unissued preferred stock.............................. 3,060,000.00
Unissued common stock...................................... 573,700.00
To record payments for net assets of corpo­
ration B.
The last entry above records the payment of the amount of 
cash due to corporation B, for it is assumed that in the negotia­
tions, corporation X has protected itself in respect of the mortgage 
on the plant which falls due on January 1 , 1928.
Cash..............................................................................
Treasury stock—preferred.......................................
Treasury stock—common........................................
Investment—corporation B ................................
To record the receipt of liquidating divi­
dend of corporation B.
$ 24,352.00
979,200.00
183,584.00
1,187,136.00
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Assets to be distributed:
32% to
Kind Total corporation X
Cash....................... $ 76,100.00 $ 24,352.00
Preferred stock .. .  3,060,000.00 979,200.00
Common stock. . .  573,700.00 183,584.00
Total............ $3,709,800.00 $1,187,136.00
I t  is assumed in the above entry that fractional shares of com­
mon stock are issued. Corporation X therefore will have in its 
treasury:
9,792 shares preferred (par $100).......................  $ 979,200.00
3,671.68 shares common (par $50).....................  183,584.0?)
Total................................................................... $1,162,784.00
Surplus or goodwill....................................................  $732,864.00
Investment—corporation B...............................  $ 732,864.00
To write off balance in investment account 
to surplus (or goodwill).
Cost of 32,000 shares of stock—
corporation B.............................  $1,920,000.00
Received as liquidating dividend. 1,187,136.00
Difference...............................$ 732,864.00
I f  the surplus of corporation X is sufficiently large to stand the 
charge of $732,864, it might be recommended, as conservative 
accounting, to write off this balance. On the other hand, the 
board of directors appears to be fully justified in considering this 
amount as additional goodwill.
A u d itin g , N ovem ber, 1928.
No. 1. Three classes of proprietorship are:
1. Single proprietorship— a proprietorship vested in one person who is the
sole owner of the business.
2. Partnership— a voluntary association of two or more persons, based upon 
a contract to carry on a business as co-owners and to share in the profits. 
The contract may be either expressed or implied.
3. Corporate— “an artificial person created by law, consisting of one or more 
natural persons united in one body under such grants as secure a succes­
sion of members without changing the identity of the body, and empow­
ered to act in a certain capacity or to transact business of some designated 
form or nature like a natural person” (Standard Dictionary).
The proprietorship equities are shown on the right side of 
the balance-sheet as follows:
Single proprietorship—one amount representing the proprietor’s equity. 
Partnership—one amount for each partner, with the total extended. 
Corporation—Separate amounts representing the par or stated value of 
each class of capital stock, and the surplus, with the total extended.
No. 2.
(a) The following forms are suggested for a system accounting 
for cash:
1. Daily report of remittances received
2. Cash-receipts book (columnar)
3. Cash-disbursements book (columnar)
4. Petty-cash vouchers (prenumbered)
5. Cheques (prenumbered)
6. Cash-disbursements vouchers.
Collections received by a manufacturing concern would consist largely 
of mail remittances which should be opened and listed on form No. 1 
by a trusted employee who should not have access to the records of the 
cashier or bookkeeper. The remittances should then pass to the cashier, 
who should prepare deposit slips in triplicate, one copy of which should 
be sent to the employee who opened the mail, one copy to the bank, 
after the cashier has made his cashbook entries in form No. 2, and the 
third to the bookkeeper to be used as a posting medium. Cash received 
should be deposited daily.
Disbursements, other than petty-cash items, should be paid by cheques 
supported by vouchers. These vouchers should contain the authority for 
the payment and show the account to be charged. The cheques should 
be entered in the cash-disbursements book. Petty-cash disbursements 
should be made from an imprest petty-cash fund and supported by an 
approved voucher. This fund should be reimbursed when necessary by a 
cheque drawn to “petty cash” for an amount equal to the approved
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vouchers; the entries in the cash-disbursements book or voucher register 
should debit the accounts chargeable with the expenditures.
The reconciliation of the bank accounts should be made at the end of 
every month by someone not in the cashier’s office.
(b) In accounting for purchases, the following forms may be 
suggested:
1. Purchase requisitions (in duplicate)
2. Purchase orders (in triplicate)
3. Receiving report (in triplicate)
4. Voucher wrappers (prenumbered)
5. Voucher register.
Purchase requisitions should be prepared by those authorized to pass 
upon the purchase of materials, etc., and forwarded to the purchasing 
agent who in turn should prepare a purchase order in triplicate, one 
copy for the company with which the order is to be placed, one copy for 
the person who made the requisition, and the third for the files of the 
purchasing agent.
As the goods are received by the receiving department, a report, form 
No. 3, should be prepared in triplicate, one copy for the purchasing 
agent, one for the originator of the purchase and the third for the files 
of the receiving department. The accounting department should accept 
responsibility for checking against the purchase orders the description, 
prices, terms, etc., on the invoices, and for verifying the extensions and 
footings. Approved invoices should be attached to the voucher wrap­
pers, form No. 4, and entered and distributed in the voucher register.
(c) In accounting for payrolls, the following forms may be 
suggested:
1. Time cards or clock cards
2. Payroll sheets (columnar)
3. Employees’ record cards, showing wage rates, etc.
Payrolls should be prepared by the clerk from the time cards and em­
ployees’ record cards, and entered and distributed. When completed 
they should be approved by the department heads. I f  possible, pay­
ment should be made by cheque; if payments are made in cash, receipts 
should be obtained from the employees at the time they are paid.
No. 3. A copy of the tax return for the previous year should be 
obtained, to verify the reconciliation of the surplus account 
with the surplus shown in the return. The reserves for deprecia­
tion and bad debts should also be compared with those shown 
in the return. The stockholdings of the officers should be ob­
tained, and an analysis of their salary accounts, taxes paid, de­
preciation, depreciation reserves, bad-debt reserves, insurancce 
and surplus accounts should be made.
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The balance-sheets at the beginning and at the end of the 
taxable year and the profit-and-loss statements for the current 
and previous taxable years should be compared and any 
material changes should be investigated.
The next step would be to fill in the return; using informa­
tion obtained from the previous return, the analyses prepared, 
and the financial statements of the current period. If  the in­
come and deductions appeared reasonable, and the surplus 
and other schedules could be reconciled the accountant could 
be assured that he had prepared a correct return per the books 
without audit and should so state in his letter transmitting the 
return to his client.
Working papers for future inspection by a revenue agent 
should consist of a copy of the return, the balance-sheets and 
profit-and-loss statements obtained from the client, the analy­
ses made, any summaries used to combine related accounts 
and a copy of the letter of transmittal.
No. 4. In making a balance-sheet audit the auditor must ascer­
tain the following:
1. That all assets recorded on the books belong to the company whose books 
are being audited.
2. That all assets belonging to the company are recorded on its books.
3. That all assets of the company are verified by inspection, confirmation, 
or other satisfactory documentary evidence.
4. That the assets of the company are correctly valued.
5. That the liabilities recorded on the books of the company were actually 
and properly incurred.
6. That all the liabilities of the company (both real and contingent) are re­
corded on its books.
7. That the capital stock is shown correctly and according to authorization.
8. That the profit-and-loss account for the period “ ties up” with the surplus 
account and the balance-sheet.
(A balance-sheet audit does not require an audit of the nominal accounts). 
No. 5.
(a) The patent account should have been charged with the 
original costs of $510, which should have been subjected to 
amortization during the past nine years of the life of the 
patent.
While legal expenses may be regarded as enhancing the 
value of a patent, conservative accounting practice requires
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that they be charged off currently, as they may prove to be 
merely recurring expenses.
Costs of improvements to the machines should be charged 
to experimental expense, or perhaps to the machinery ac­
count, depending upon the nature of the expenditures.
(b) The necessary journal entries to correct the account follow: 
Cost of patent..........................................................................  $ 240
Surplus................................................................................  $ 240
To restore 8/17 of cost of patent ($510) obtained
in 1919.
Surplus.....................................................................................
Legal expense—patent..........................................................
Experimental expense...........................................................
Cost of patent....................................................................
To transfer expenses incurred in connection with
patent and patented machine:
1925 legal expense............................ $2,000
1926 legal expense............................ 1,000 $3,000
3,000
500
1,400
4,900
1927 legal expense.........................  500
1927 experimental expense............. 1,400
Total.............................................  $4,900
(c) Book value of patent a t December 31, 1927:
1919 cost...............................................................  $510
1919 to 1927 amortization of cost—9 years at
$30 a year.........................................................  $270
December 3 1 , 1927 book value.......................... 240
$510 $510
(d)The treatment outlined should prove advantageous to the 
company. For credit purposes it removes a fairly large in­
tangible asset which has no value unless profits are being 
made from the use of the patent. For income-tax purposes 
it decreases the taxable income. I t also reduces the amount 
of charges to be borne in the future. Such treatment does 
not seem to work a disadvantage to the company, for if 
profits are being made the company officers should not hesi­
tate to write off its intangibles. If a profit is not being made, 
the presence of intangibles in a balance-sheet does not in any 
way strengthen a company’s financial statement.
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No. 6. Three methods of accounting for profits made on sales 
on the instalment plan and for reserves to be provided in each 
instance are outlined as follows:
1. Treatment of the sale as an ordinary sale by taking into profit and loss 
the entire gross profit on the sale. In this case an attempt should be made 
to provide adequate reserves for doubtful accounts, and for collection and 
clerical expenses to be expended in the future on these accounts.
2. Treatment of collections from these sales as both gross profit and recovery 
of cost. For example, in case $100 was collected on a $1,000 sale on 
which the company’s gross profit was 30 per cent, $70 should be con­
sidered as a recovery of cost and $30 as gross profit. Instead of consider­
ing the remaining gross profit of $270 as earned it should be transferred 
to a deferred-gross-profit-on-sales account to be transferred to earnings 
as collections are made. The only reserve to be provided under this 
method should be to cover possible losses on repossessed merchandise.
3. Treatment of collections from these sales as, first, a return of cost, and, 
second, collection of the profit on the sale. The only reserve necessary 
would be to cover possible losses on repossessed merchandise as the de­
ferred gross profit would be sufficient to care for collection losses and 
other future expenses arising from these accounts.
No. 7. What is meant by “ before proceeding to verify the ac­
counts themselves?” Obviously, verifying the accounts would 
include vouching, and we think that it would also include 
include footing the columns of the columnar book. Possibly it 
would not include comparing the balances of the accounts 
with the trial balance.
We do not see how an accountant can do much toward 
verifying even the general accuracy of the bookkeeping with­
out performing work which might be called verifying the 
accounts. He might prepare financial statements from the 
records and compare them with the statements for the pre­
ceding periods, noting variations which would point to in­
accuracies.
No. 8. “An affiliated company the accounts of which are not 
being examined” is understood to mean a company whose 
accounts are not to be included in the consolidated balance- 
sheet—presumably because the degree of ownership is not 
sufficient to make the affiliated company a subsidiary.
In preparing the balance-sheet, the accountant should re­
gard this affiliated company as an outsider. Notes receivable 
from and notes payable to the same party should always be
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shown in total, without offset. The notes receivable may prove 
to be uncollectible, while the notes payable may be transferred 
to third parties and become liabilities not subject to offset 
against the notes receivable.
No. 9. The auditor should bring the facts to the attention of his 
clients by letter, requesting authority for the withdrawal 
should there be no such authority on hand for his inspection 
at the offices of the “A” company.
In his report, under the comments on cash, amounts due 
to or from officers and employees, or under the general com­
ments the auditor might state:
"On January 3 ,  1927, cash was withdrawn by Mr.--------- in the amount of
$50,000. This amount was repaid to the company on December 27, 1927. 
A like amount was again withdrawn on January 3, 1928, and at (date of 
report) was unpaid. When we inquired for written authority for the with­
drawal, we were informed that such authority was not available.”
No. 10. The auditor should have discovered the omission of the 
lease and accrued rents. I t  is customary, in department store 
accounting, to charge each department with a portion of the 
building expense, the apportionment usually being based on 
floor space. The omission of a charge against the leased de­
partment should have attracted the auditor’s attention.
The auditor might also have discovered the m atter by noting 
that certain operations which were not reflected in the com­
pany’s accounts were carried on in the building.
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X M anufacturing Company Exhibit B
Statement of cost of goods manufactured and sold
Year ended December 31, 1927
Per
Pounds Amount pound
Materials:
Consumed................................................ . 3,342,730 $ 561,715.00 $.168
Less waste recovery.............................. 392,650 18,694.00 .048
Net material cost.................................... . 2,950,080
$
543,021.00 .184
Manufacturing expenses............................. $ 383,508.00 .130
Cost of goods manufactured................... . 2,950,080 $ 926,529.00 .314
Add inventory, January 1, 1927............. 285,588 80,894.00 .283
T otal.............................................. . 3,235,668 $1,007,423.00 .311
Deduct inventory, December 31, 1927.. 271,753 85,330.44 .314
Cost of goods sold...................................... . 2,963,915 $ 922,092.56 .311
The number of pounds manufactured during the year and the 
pounds of waste were determined by working backward from the 
quantity sold, thus:
Pounds
Sold........................................................................................ 2,963,915 stated
Add inventory, December 31, 1927..................................  271,753 stated
T otal.......................................................................... 3,235,668
Deduct inventory, January 1, 1927...............................  285,588 stated
Manufactured.....................................................................  2,950,080
Material consumed............................................................  3,342,730
Manufactured.....................................................................  2,950,080
Waste....................................................................................  392,650
stated 
as above
X Manufacturing Company Exhibit A
Statement of profit and loss for the year ended December 31, 1927
Per
Amount pound
Sales (2,963,915 pounds)......................................................  $988,114.00 $.333
Cost of goods sold (exhibit B)............................................  922,092.56 .311
Gross profit..............................................................................  $ 66,021.44 $.022
Selling expenses......................................................................  34,080.00 . 011
Operating profit......................................................................  $ 31,941.44 $.011
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Accounting, November, 1928. Part I. No. 2
Estate of Albert Jones, deceased Exhibit A
Inventory of assets, September 10, 1928
Bonds owned—schedule 1.....................................................................  $ 32,400.00
Accrued interest on bonds—schedule 1 ..............................................  266.65
Capital stock of Crow Hollow Mills, Inc.—600 shares at book
value of $190.00 per share................................................................ 114,000.00
Dividend on capital stock of Crow Hollow Mills, Inc., declared
September 1 ,  1928— 10% on $60,000.00 par value.....................  6,000.00
Cash in bank—per bank statement.....................................................  2,782.19
T otal..................................................... ....................................  $155,448.84
Estate of Albert Jones, deceased Schedule 1
Schedule of Bonds owned, and accrued interest—September 10, 1928
Par
value
Market value Accrued interest
Rate Payable Days AmountQuotation Amount
American Telephone and
Telegraph Co. sinking 
fund 5’s of I960..............
Anaconda Copper Mining 
Co. 6’s of 1953................
Anaconda Copper Mining 
Co. 7% convertible de­
bentures..........................
Kansas City Southern re­
funding and improve­
ment 5’s of 1950.............
Total.........................
$10,000 105-1/8 $10,512.50 5% J-J 70 $ 97.22
5,000 105 5,250.00 6 F-A 40 33.33
5,000 133-1/4 6,662.50 7 F-A 40 38.83
10,000 99-3/4 9,975.00 5 J-J 70 97.22
$32,400.00 $266.65
The marketable securities are inventoried at their true value 
(market price). No estimate is made as to the true value of the 
stock in Crow Hollow Mills, Inc., a close corporation, for, al­
though the average sales and profits for the past five years are 
given, the factors of management, earning power of patents, rate 
of capitalization of excess earnings, and other variables are un­
known. For practical purposes, a tentative valuation (book 
value) is used for the inventory, subject to later revision. This 
book value was computed as follows:
Balance at August 31, 1928 (per balance-sheet):
Capital stock............................................................................................  $100,000
Surplus...................................................................................................... 100,000
T otal............................................................................................... $200,000
Less: 10% dividend declared September 1, 1928................................  10,000
Net worth........................................................................................  $190,000
Book value per share................................................................................... $190
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It is recognized that this valuation may be subject to revision 
for estate or inheritance tax purposes, as the inclusion of a good­
will valuation may be required. However, the executor would 
probably be unwise in setting up on his books any valuation 
inclusive of goodwill, since he might thus be embarrassed in the 
negotiations incident to the determination of a goodwill value.
The following journal entry should be made and posted:
American Tel. & Tel. Co. S. F. 5's 1960.................. $ 10,512.50
Anaconda Copper Mining Co. 6’s 1953...................  5,250.00
Anaconda Copper Mining Co. 7% conv. debentures 6,662.50
Kansas City Southern ref. & imp. 5’s 1950............  9,975.00
Accrued interest on bonds (see schedule).................  266.65
Dividends receivable....................................................  6,000.00
Stock—Crow Hollow Mills, Inc................................  114,000.00
Cash in bank..................................................................  2,782.19
Estate corpus..................................................  $155,448.84
To record the inventory of assets.
The liabilities of the decedent (including outstanding cheques) 
need not be entered until authorized and paid. I t  will be noted 
that the third and fourth quarterly instalments of tax on 1927 
income are unpaid.  
Since the cheque for $397 issued to John Brown was paid on 
the day of the decedent’s death, it can be ignored.
Accounting, November, 1928. Part I. No. 3
There are two bases fo r  determining the eliminations to be made 
from the investment accounts and from the capital-stock and surplus 
accounts in making consolidated working papers:
I f  the investments are carried at cost:
Eliminations are made on the basis of book values at the dates of acquisition.
I f  the investment accounts are charged with subsidiary profits and credited with 
subsidiary losses and dividends:
Eliminations are made on the basis of book values at the date of the consolidated 
balance-sheet.
The second method is much the simpler, when, as in this problem, 
there are major and minor holding companies. I f  the investment 
accounts have been carried at cost, they can be adjusted to the other 
basis by entries fo r  the difference between the dividends received from  
the subsidiaries and the holding companies' proportion of the profits 
or losses of the subsidiaries. These differences are determined in the 
following working papers.
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Company A and  S ubsidiaries B and C 
Consolidated balance-sheet, December 31, 1927
Assets
Currents assets:
Cash....................................................................
Accounts receivable.........................................
Inventories.........................................................
Prepaid expenses...................................................
Fixed assets, less depreciation................. ..........
Goodwill..................................................................
$ 170,000.00 
1,140,000.00 
675,000.00
--------------------- $1,985,000.00
25,000.00
2,540,000.00
155,800.00
$4,705,800.00
Liabilities
Current liabilities:
Notes payable...................................................
Accounts payable.............................................
Funded debt................................................  .........
Minority interest:
Company B.......................................................
Company C.......................................................
Capital:
Capital stock....................................................
Surplus................................................................
$ 620,000.00 
500 000.00
--------------------- $1,120,000.00
1,500,000.00
$ 69,600.00
36,000.00
---------------------  105,600.00
$1,500,000.00
480,200.00 1,980,200.00
$4,705,800.00
Accounting, November, 1928. Part I. No. 4
Under the method proposed by Jones, i.e., that the 5,000 shares 
of the new corporation be divided pro rata to the total net assets 
of each individual, Jones would receive 3,500 shares and Smith 
1,500 shares, as shown in the following:
Jones Smith Together
Book value:
Buildings and machinery............... $200,000.00 $100,000.00 $300,000.00
Net other assets.................. ............  150,000.00 50,000.00 200,000.00
Total book value.........................  $350,000.00 $150,000.00 $500,000.00
Number of shares in new corporation 
divided pro rata to the total net 
assets—Jones’ plan.......................... 3,500 1,500 5,000
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Under the method proposed by Smith, i. e., that “ the net 
assets of each individual should first be adjusted by a redistribu­
tion of the total book values of buildings and machinery pro rata 
to the appraisals,” Jones would receive 3,300 shares and Smith 
1,700 shares, as shown in the following:
The appraised values of the buildings and machinery are—
Jones..................................   $300,000.00 60%
Smith.....................................................................................  200,000.00 40%
T otal...........................................................................  4500,000.00 100%
If the book values of the buildings and machinery are adjusted 
pro rata to the appraisals we have:
Jones Smith Together
Buildings and machinery:
Book value:
Jones’ property.........................  $200,000
Smith’s property.......................  100,000
T otal......................................  $300,000
Total book value redistributed pro-rata to
the appraisal—60% and 40%.................... $180,000 $120,000 $300,000
Net other assets......... ............................................ 150,000 50,000 200,000
Total........................................................................  $330,000 $170,000 $500,000
Distribution of shares— Smith’s plan................  3,300 1,700 5,000
The capital stock of the new corporation should be distributed 
on the basis of the present worth of the assets as follows:
Jones Smith Together
Appraised values of buildings and
machinery.......................................... $300,000.00 $200,000.00 $500,000.00
Net other assets..................................... 150,000.00 50,000.00 200,000.00
Total.............................................. $450,000.00 $250,000.00 $700,000.00
Number of shares in new corporation 
divided as follows:
Jones.................................  45/70 3,214 2/ 7
Smith................................  25/70 1,785 5/ 7
Total............................  70/70 5,000 
Cash adjustment could be made for the fractional shares.
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Accounting, November, 1928. Part I. No. 5
That portion of the loan ($10,000) which Mr. Mann wishes to 
pay in three years in equal monthly instalments represents the 
present value of an annuity. The equal monthly instalments are 
the rents produced. Therefore:
1— .8356449 =  .1643551 compound discount
.1643551 ÷  .005 =  32.87102 present value of annuity of 1
$10,000.00 ÷  32.87102 =  $304.22 equal monthly instalments to reduce the 
loan by $10,000
In addition, the amount of simple interest on the remainder, $5,000 at .005 
per month, or $25, must be included as a part of the monthly payment. The 
total is, therefore, $304.22 +  $25.00 or $329.22.
This amount may be proved by setting up a table of reduction as follows:
Month
1 ....................................
2 ....................................
3 ....................................
4 ....................... ............
5 ....................................
6 ....................................
7 ....................................
8 ....................................
9 ....................................
1 0 ....................................
11 ....................................
1 2 ....................................
13 ....................................
14 ....................................
15 ....................................
16 ....................................
17 ....................................
18 ....................................
19 ....................................
20 ....................................
21 ....................................
22 ....................................
23 ....................................
24 ....................................
2 5 : ..................................
2 6 ....................................
2 7 ....................................
Table of reduction
  Payment Interest
$ 329.22 $ 75.00
329.22 73.73
329.22 72.45
329.22 71.17
329.22 69.88
329.22 68.58
329.22 67.28
329.22 65.97
329.22 64.65
329.22 63.33
329.22 62.00
329.22 60.66
329.22 59.32
329.22 57.97
329.22 56.61
329.22 55.25
329.22 53.88
329.22 52.51
329.22 51.12
329.22 49.73
329.22 48.33
329.22 46.93
329.22 45.52
329.22 44.10
329.22 42.67
329.22 41.24
329.22 39.80
Principal Balance
$15,000.00
$ 254.22 14,745.78
255.49 14,490.29
256.77 14,233.52
258.05 13,975.47
259.34 13,716.13
260.64 13,455.49
261.94 13,193.55
263.25 12,930.30
264.57 12,665.73
265.89 12,399.84
267.22 12,132.62
268.56 11,864.06
269.90 11,594.16
271.25 11,322.91
272.61 11,050.30
273.97 10,776.33
275.34 10,500.99
276.71 10,224.28
278.10 9,946.18
279.49 9,666.69
280.89 9,385.80
282.29 9,103.51
283.70 8,819.81
285.12 8,534.69
286.55 8,248.14
287.98 7,960.16
289.42 7,670.74
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28 .................................... $  329.22 $ 38.35 $ 290.87 $ 7,379.87
29 .................................... 329.22 36.90 292.32 7,087.55
30 .................................... 329.22 35.44 293.78 6,793.77
31 .................................... 329.22 33.97 295.25 6,498.52
32 .................................... 329.22 32.49 296.73 6,201.79
3 3 .................................... 329.22 31.01 298.21 5,903.58
3 4 .................................... 329.22 29.52 299.70 5,603.88
3 5 .................................... 329.22 28.02 301.20 5,302.68
3 6 .................................... 329.19* 26.51 302.68 5,000.00
Paid from inheritance.. 5,000.00 5,000.00  
Total. $16,851.89 $1,851.89 $15,000.00 
* Adjusted fo r  3-cent difference due to carrying out decimals to only two places.
Commercial Law, November, 1928.
No. 1. The essential elements of a contract are:
(a) The parties must be of legal capacity. By this is meant that neither 
party can be under age, insane or acting under any disability that the 
law regards as rendering the party incapable of making a contract.
(b) There must be an expression of mutual assent of the parties to a promise 
or set of promises.
(c) There must be an agreed valid consideration. In order to have a valid 
consideration there must be a detriment incurred by the promisee or a 
benefit received by the promisor at the request of the promisor. In the 
case of mutual promises where each is the consideration of the other the 
promises are valid consideration if the promises given are for the per­
formance of some acts which if executed would be a sufficient considera­
tion for an obligatory contract.
The word detriment as used above means giving away something 
which the promisee had a right to keep or doing something which he had 
a right not to do. The word benefit as used above means the receiving 
as the exchange for his promise of something which the promisor was 
not previously entitled to receive.
That the promisor desired it for his own advantage and had no pre­
vious right to it is enough to show that it was beneficial.
(d) The agreement must also not be declared void by statute or common 
law. An example of a contract declared void by common law would be 
one that is opposed to public policy, such as a contract in aid of a public 
enemy or a bootlegging contract.
No. 2. There is a mistake in this question. Where “ George M.
Chapman” appears in (a), (b), (c) and (d) it should be “John 
A. Miller” and the question will be answered as if it were 
worded that way.
(a) Miller discounts the note to Mayer who, however, desires further to 
negotiate the note without the necessity of his, Mayer’s, endorsement 
and identification. Miller, therefore, endorses the note in blank, thus 
making it “ bearer paper.”
(b) Miller desires to pay a debt owing by himself to Mayer, but the latter 
• does not desire the risk of holding bearer paper. Miller, therefore, en­
dorses “specially,” thus requiring Mayer’s endorsement before it be­
comes again negotiable.
(c) Miller has authorized Mayer to collect the note for him. He, therefore, 
puts on a restrictive endorsement which constitutes Mayer his agent 
and practically prohibits further negotiation except for collection 
purposes.
(d) This is also a restrictive endorsement and results in making the bank 
the agent for collection, the proceeds to be credited to Miller’s account.
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No. 3. He should deduct 1/35 of the cost each year if the building 
is used for business purposes. If  the building is used as a 
residence he should not deduct anything.
No. 4. A corporation is an artificial entity brought into existence 
by the sovereign power of the state, and the individual liability 
of its members is completely eliminated unless some part of 
that liability is especially reserved by statutory or constitu­
tional provision. Its members or shareholders can transfer 
their shares or interest to another without the consent of other 
shareholders. As such artificial entity it can take and hold title 
to property. I t  can sue and be sued in its name. I t can sue its 
shareholders and be sued by its shareholders.
A joint stock association is formed by written agreement of 
individuals with each other, and its whole force and effect in 
undertaking and creating the organization rests upon the 
common-law-right and power of the individuals to contract 
with each other. The relation they assume is entirely the 
product of their mutual agreement and does not depend upon 
any grant from the state. The individual liability of the mem­
bers, therefore, remains intact unless there is express statutory 
authority for its elimination. A joint stock association does 
not hold title to real estate in its name but usually title is 
vested in trustees for the benefit of the association. The capital 
and ownership of a joint stock association are represented by 
shares of stock which are as in the case of corporations trans­
ferable at will. As in the case of the corporation the death of 
a shareholder does not dissolve the association. Under the 
common-law rule a member of a joint stock association can not 
sue at law another member on a contract with the association 
nor could a member under the common law have sued the 
association. In some jurisdictions there are statutes which 
limit the formation of joint associations, and these statutes 
have made them very similar to corporations. For example, 
they have permitted a member to sue the association in the 
same manner that a stockholder can sue a corporation and 
they have permitted the association to be sued in its own name 
whereas at common law this could not have been done. As in 
the case of a corporation a joint stock association can exist 
forever.
A partnership is fundamentally based on the right of indi-
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viduals to contract with one another and it does not derive its 
authority from the sovereign. I t  does not exist as an entity 
separate from its members and it can not sue or be sued in the 
partnership’s name. The members are usually known to each 
other and are bound together by ties of mutual confidence. 
The members of a joint stock association are not usually 
known to each other. The interest of a member of a partner­
ship is not transferable at will as in the case of the interest of 
the member of a joint stock association or corporation and the 
death of a member of the partnership terminates the partner­
ship. A partner as such may contract for the partnership and 
bind the other members individually.
Generally those who deal with a stock association are sup­
posed to know that authority to manage its business is con­
ferred upon its managers or directors and that a shareholder 
as such has no power to contract for the association.
No. 5. X  bank could not hold Best liable as an endorser on the 
note of the corporation, for the corporation’s signature was 
forged and Best’s signature as an endorser was also forged. 
The negotiable-instruments law provides that where a signature 
is forged or made without authority no right to enforce pay­
ment thereof against any party thereto can be acquired through 
or under such signature. This section, however, goes no further 
than to make such signature inoperative and to bar the en­
forcement of a right founded thereon. I t does not purport to 
declare the instrument void nor the genuine signatures thereon 
inoperative. Another section provides that where a negotiable 
instrument has been materially altered without the assent of 
all parties thereon except as against a person who has assented 
thereto it is avoided, and provides further that when an instru­
ment has been materially altered and is in the hands of a 
holder in due course, not a party to the alteration, he may en­
force payment thereof according to its original tenor. Possibly, 
therefore, the X Bank could hold Best to his liability according 
to the original tenor of the note which would be as an accom­
modation maker.
No. 6. This is a contract for the benefit of a third party of the 
type known as the debtor-creditor type. In some jurisdictions 
the third party can recover and in some jurisdictions he can not.
No. 7. Yes, it is valid. The rule is that if there is an insurable 
interest at the inception of the policy, that is sufficient, as the 
interest does not have to continue throughout the life of the 
policy.
No. 8. A bill of sale is a writing in the form of a receipt ac­
knowledging payment of the consideration for the property 
therein described and showing a present transfer of title from 
the seller to the buyer.
No. 9. The negotiable-instruments law provides that present­
ment for acceptance is necessary only (1) where presentment is 
essential to fix the maturity of the instrument; (2) where the 
bill expressly stipulates that it shall be presented for accep­
tance, or (3) where the bill is drawn payable elsewhere than at
the residence or place of business of the drawee.
No. 10.
(a) Dividends are taxable to individuals. They are subject to 
the surtax but not the normal tax.
(b) Dividends are not taxable to a corporation.
No. 11. Yes. By filing an involuntary petition in bankruptcy 
against X. There must, however, be an act of bankruptcy in 
order to do this. Permitting, while insolvent, any creditor to 
obtain a preference through legal proceedings, and not having 
at least five days before a sale or final disposition of any 
property affected by such preference vacated or discharged 
such preference, would be an act of bankruptcy.
No. 12. Yes, the trustee can recover. I t  is a fraud on creditors 
for a corporation to issue stock as fully paid for less than its par 
value. This is the rule unless the corporation is expressly 
authorized by its charter or by a general statute to issue stock 
in the manner described in this question.
No. 13. No. A was not bound to pay anything prior to August 
15, 1928. Payment by him of $275 on July 5, 1928, in full 
payment of the note, therefore, discharged his obligation.
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Accounting, November, 1928. Part II. No. 1
If  the trial balance and the amount of the closing inventory are 
correct the loss for the year 1927 was $158,770 as shown in the 
following exhibits:
A Company Exhibit 1
Statement of cost of goods manufactured and sold 
for the year ended December 31, 1927
Materials used:
Inventory, January 1, 1927........................................  $ 157,000
Purchases.......................................................................  1,200,000
Total...........................................................................  $ 1,357,000
Inventory, December 31, 1927.................................. 376,000
Materials used..........................................................  $ 981,000
Direct labor...............................................................................................  480,000
Foremen and supervision........................................................................  213,000
Total “direct cost”...................................................................................  $1,674,000
Factory overhead:
Factory expense............................................................  $ 280,000
Depreciation—buildings (2% of $276,000)............. 5,520
Depreciation—machinery (7½ % of $310,000)----  23,250
Total factory overhead..................................................................  308,770
Cost of goods manufactured and sold.................................................. $1,982,770
A Company Exhibit 2
Statement of profit and loss
for the year ended December 31, 1927
Sales.............................................................................................................  $2,013,000
Cost of sales (exhibit 1 ).......................................................................... 1,982,770
Gross profit................................................................................................  $ 30,230
Expenses:
Office payroll ..............................................................  $ 76,000
Office and administrative expenses...............................  113,000
Total expenses.................................................................................  189,000
Loss for year..............................................................................................  $ 158,770
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The following comparison of estimated and actual unit costs is 
based on a production of 1,100,000 yards. The amount of the 
yardage was determined by dividing the amount of the sales, 
$2,013,000, by the selling price per yard, $1.83, which is the 
amount given as the representative selling price.
Excess of 
actual over
Estimated Actual estimated
Cost per yard:
Raw material...............................
Direct labor—
Weaving—piece work............
Winding, warping, etc...........
. .  $.38  
. .  .03
$.89 $ .8918 $.0018
Total direct labor..............
Foremen and supervision..........
.41
.10
.4364
.1936
.0264
.0936
Total....................................
Factory and office overhead___
$1.40
.21
$1.5218
.4525
$.1218
.2425
Total....................................
Profit—per estimate........................
Loss sustained...................................
$1.61
.22
$1.9743
.1443
$.3643
.3643*
Selling price per yard...................... $1.83 $1.83
♦Red.
(An inquiry into the method followed and an investigation o f the details 
making up the estimate should be made.)
A further analysis of the raw-material account shows that, 
based on a cost of $.89 per yard, 2,247 yards are unaccounted for.
Amount Yards
Inventory, January 1, 1927..............................................  $ 157,000 176,404
Purchases....................................... .......................................  1,200,000 1,348,315
Total..................................................................................
Inventory, December 31, 1927.........................................
Raw material used..........................................................
Yards sold........................................................................
Unaccounted for.
$1,357,000 1,524,719 
376,000 422,472
$ 981,000 1,102,247 
1,100,000
2,247
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The amount unaccounted for approximates .2 per cent. of the 
production for the year, and may reasonably be assumed to be 
due to waste or shrinkage in process.
While the actual amount of piece-work labor (weaving) is not 
given and, hence, can not be checked against the estimate, it 
may be assumed that the rate used in the estimate ($.38) is cor­
rect. The week-work labor estimate was, therefore, understated 
$.0264 per yard.
The estimates for foremen and supervision, and factory and 
office overhead were understated $.0936 and $.2425 per yard, 
respectively, a total of $.3361 per yard or $369,710 on sales of 
1,100,000 yards. The estimate does not show any provision for 
depreciation.
In this solution it is assumed that the amounts and data given 
are correct. In practice, the accountant should insist that the 
accounts be verified. While it would appear from the analysis 
that the loss was due to the practice of basing selling prices on 
estimates which later proved to be inaccurate, it is possible that 
a portion of the loss is the result (1) of treating extraneous charges 
as current expenses, (2) of wri ting off replacements of other capi­
tal charges to operations, (3) of padded payrolls, (4) of excessive 
salaries, or (5) of inaccuracies in inventories.
A survey of the plant and operations may disclose possible 
reductions in the overhead cost and a possible saving in the 
handling of inventories. The inventory at December 31, 1927, 
of $376,000 is more than 38 per cent. of the total material used 
during the year, approximately enough to meet the requirements 
of the next four months
A cost system, simple to operate and yet comprehensive in 
scope, could be devised and should be recommended as a means 
of preventing a repetition of such conditions in the future.
If the management, however, will not consent to the installa­
tion of such a system and requests the accountant to submit a 
revised estimate, the following may be presented:
Cost per yard:
Raw material............................................................................................... $ .8918
Direct labor—
Weaving—piecework..........................................................  $.3800
Winding, warping, etc................................................................. 0564
.4364
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Foremen and supervision......................................................................... $ .1936
Total........................................................................................................  $1.5218
Factory and office overhead (30% of $1.5218)........................................... 4565
Total........................................................................................................  $1.9783
Profit (12% of $2.25)............................................................................................. 2700
Selling price...................................................................................................... $2.25
The management should be cautioned to check the estimate 
monthly and to revise it immediately if conditions change. I t is 
not known what effect a price of $2.25 will have upon the sales 
volume.
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The proper distribution of cash at the end of the first period, 
is determined by the following working papers.
Sm ith , B rown and J ones 
Statement of partners’ capital accounts
Working papers
First period: Jones Smith Brown Total
Profit and loss ratio................
Total assets to be realized___ $98,500.00
Less: Reserve for bad accounts 3,000.00
Balance at December 3 1 ,  1927 $95,500.00
Deduct: Assets realized............ 56,000.00
Total possible loss.................... $13,166.67 $13,166.67 $13,166.66 $39,500.00
Partners' capital accounts.. .  . 19,266.67 24,266.67 13,266.66 56,800.00
Excess of partners’ capital
accounts over possible loss. $ 6,100.00 $11,100.00 $ 100.00 $17,300.00
Inasmuch as the capital accounts of both Jones and Smith are 
sufficient to absorb their respective shares of any possible loss on 
the balance of uncollected receivables, the loan and salary ac­
counts may be paid immediately.
  The $500 remaining after the payment of the loan and salary 
accounts may be paid to Smith, as the excess of his capital over 
his possible loss (even after paying him the $500) will be much 
greater than Jones* excess capital.
At the end of the second period, the cash distribution should be 
made in such a way as to reduce the partners’ capital balances as 
nearly as possible to the profit-and-loss ratio.
Smith Brown Jones Total
Total capitals before distribution............... $23,400 $12,900 $18,900 $55,200
Cash to be distributed.................................. 9,900
Remainder—possible loss—in profit-and-
loss ratios..................................................  $15,100 15,100 $15,100 $45,300
Possible loss in excess of capital— Brown 
— and possible additional loss to Smith
and Jones...............................  ............... 1,100 2,200 1,100
Possible losses and balances to which
Smith and Jones should be paid............. $16,200 $16,200
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E ntries to Wind  U p the P artnership
Entries for first period:
(1)
Cash......................................................................................  $56,000.00
Receivables.....................................................................
To record the cash collected from customers.
(2)
Payables............................................................................... 19,200.00
Cash.................................................................................
To record the payment of liabilities.
(3)
Smith—Capital..................................................................  733.33
Brown— Capital...................................      733.33
Jones— Capital...................................................................  733.34
Cash.................................................................................
To record the payment of trustee’s expenses and
salary.
(4)
Loan from Jones.................................................................  4,500.00
Salary due Smith...............................................................  3,000.00
Smith— Capital..................................................................  500.00
Cash.................................................................................
To record cash paid to partners.
Entries for second period:
(5)
Cash...................................................................................... 18,000.00
Receivables................................................«..................
To record the cash collected from customers.
(6)
Payables............................................................................... 19,000.00
Cash.................................................................................
To record the payment of liabilities.
(7)
Payables............................................................................... 300.00
Smith—Capital.............................................................
Brown—Capital............................................................
Jones—Capital..............................................................
To record the adjustment in payables—paid in
full.
Balance per books........................  $19,300.00
Cash paid......................................  19,000.00
$56,000.00
19,200.00
2,200.00
8,000.00
18,000.00
19,000.00
100.00
100.00
100.00
Excess. $ 300.00
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(8)
Smith— Capital..................................................................  $ 466.67
Brown—Capital.................................................................  466.67
Jones— Capital..................................................................  466.66
Cash.................................................................................  $
  To record the payment of trustee’s expenses and 
salary.
(9)
Smith— Capital..................................................................  7,200.00
Jones—Capital...................................................................  2,700.00
Cash.................................................................................
To record cash paid to partners.
Entries for third period:
(10)
Cash......................................................................................  17,500.00
Receivables.....................................................................
To record the cash collected from customers.
(11)
Smith—Capital..................................................................  1,333.33
Brown—Capital.................................................................  1,333.33
Jones— Capital...................................................................  1,333.34
Reserve for bad accounts..................................................  3,000.00
Receivables.....................................................................
To write off loss on uncollected accounts:
Balance, December 3 1 , 1 9 2 7 .... $98,500 .00 
Less: Collections..........................  91,500.00
Balance.....................................  $ 7,000.00
Less: Reserve for bad accounts. 3,000.00
Loss to partners.. . . ' ............... $ 4,000.00
(12)
Smith—Capital..................................................................  666.67
Brown— Capital....................................    666.67
Jones— Capital...................................................................  666.66
Cash.................................................................................
To record the payment of trustee’s expenses and
salary.
(13)
Smith—Capital..................................................................  14,200.00
Brown— Capital.................................................................  10,900.00
Jones— Capital....................   14,200.00
Cash.................................................................................
To record final distribution of cash to partners.
1,400.00
9,900.00
17,500.00
7,000.00
2,000.00
39,300.00
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Accounting, November, 1928. Part II. No. 3
The following is an explanation of the adjustments made in the 
working papers.
(a) Reverses the entry for the write-up of additions to buildings to $50,000 
(based upon the unaccepted bids by outside contractors).
(b) Transfers the entry for the profit of $7,000 realized from the sale of the 
marketable securities from the surplus account so that the amount re­
ceived for the securities may be carried out as a separate item, as a fund 
provided.
(c) Transfers to a separate line the charge to surplus account for the four 
quarterly dividends of one and one-half per cent. paid during the year so 
that these dividends may be carried out as a separate item, as a fund 
applied.
(d) Transfers the loss on sale of machinery to machinery account so that 
funds provided for the purchase of additional machinery may be 
determined.
(e) Transfers to a separate line the net profits for the year from surplus 
account so that the net profits may be carried out as a separate item, as 
a fund provided.
(f) A memorandum entry proving that all the items causing the net decrease 
in surplus ($4,500) have been separately accounted for.
(g-h) Transfers the following depreciation from the reserves to funds pro­
vided by profits:
(g) on buildings..................................................... $ 4,000
(h) on machinery and equipment....................... $10,100
(i) Transfers to funds provided by profits the amount of tools written off to 
adjust the tools account to a fair valuation.
(j) Transfers the bond discount amortized to funds provided by profits.
(k) Transfers the amount of patents written off to funds provided by profits.
(l) Adjustment to set up the amount of bond interest accrued at December 
3 1 , 1927.
(m) Records the funds provided by sale of machinery.
(n) Reverses the amount of accrued depreciation on machinery sold—de­
preciation which was charged to the reserve account.
(o) Transfers the amount of discount on bonds to bonds account to set out 
the funds provided by the sale of bonds.
(p) Transfers the increase in reserve for bad accounts to accounts receivable 
to set out the net increase in the latter.
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A  B  C M anufacturing Company
Statement of application of funds for the year ended December 31, 1927
Funds provided:
By net profit—
Net profit per books......................................... $ 4,700
Less: Interest accrued on bonds....................  3,000
Adjusted net profit.....................................
Add: Depreciation—
Buildings.................................................  $ 4,000
Machinery and equipment................... 10,100
Tools........................................................  2,500
Amortization of patents............................
Bond discount amortized..........................
By sale of machinery:
Cost.................................................................. . $10,000
Less: Accrued depreciation............................  5,800
Less: Loss on sa le ............................................
By sale of marketable securities:
Cost.................... ................................................
Add: Profit on sale...........................................
By issue of bonds:
Par......................................................................
Less: Discount..................................................
$ 1,700
16,600
2,000
250
$ 4,200 
1,200
$ 25,000 
7,000
$100,000
5,000
$ 20,550
3,000
32,000
95,000
Total funds provided.................................. $150,550
These funds were applied as follows:
To purchase of fixed assets 
Buildings...........................................................
Machinery and equipment............................
Tools...................................................................
To payment of dividends...................................
To increase in working capital and prepaid 
expenses.............................................................
Total funds applied........................................
$ 35,000 
22,000 
4,000
------------  $ 61,000
30,000
59,550
$150,550
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A  B  C Manufacturing Company
Schedule of working capital and prepaid expenses December 31, 1927, and 
December 31, 1926
December 31, Working capital 
Increase Decrease1927 1926
Current assets:
Cash............................................... $  52,000 $ 35,000 $17,000
Accounts receivable (net)........... 155,800 147,000 8,800
Raw materials.............................. 70,000 60,000 10,000
Goods in process........................... 30,000 35,000 $ 5,000
Finished goods.............................. 100,000 110,000 10,000
Total current assets................ $407,800 $387,000
Current liabilities:
Bank loans.................................... $ 10,000 $ 40,000 30,000
Notes payable............................... 5,000 10,000 5,000
Accounts payable......................... 62,000 70,000 8,000
Accrued interest on bonds.......... 3,000 3,000
Total current liabilities.......... $ 80,000 $120,000
Working capital................................ $327,800 $267,000
Increase in working capital............. 60,800
$78,800 $78,800
Increase in working capital............. $60,800
Decrease in prepaid operating ser­
vices and supplies on hand........ 1,250
Net increase............................. $59,550
A  B  C M anufacturing Company Schedule 1
Analysis of surplus account for the year ended December 31, 1927
Balance, January 1 ,  1927............................................................. $114,500
Add:
Profit on sale of marketable securities.................................  7,000
Profit per books.......................................................................  $ 4,700
Less: Interest accrued on bonds at December 31, 1927
(3% on $100,000)......................................................... .. 3,000
Adjusted profit (schedule 2), 1,700
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$ 150
Depreciation on appreciation of buildings (1% on 
$15,000)................................................................................
Total......................................................................................
Deduct:
Loss on sale of machinery......................................................
Dividends paid.........................................................................
Adjusted balance, December 3 1 , 1927......................................
$123,350
$ 1,200 
30,000
----------  31,200
$ 92,150
A  B  C M anufacturing Company Schedule 2
Statement showing computation of adjusted profits for the year ended
December 31, 1927
Funds provided by profits (per working papers)....................  $20,550
Deduct: Charges to profit and loss:
Bond discount amortized.......................................................  $ 250
Provision for depreciation:
Buildings.............................................................. $ 4,000
Machinery and equipment...............................  10,100
Tools..................................................................... 2,500
------------  16,600
Amortization of patents.........................................................  2,000
Total deductions.................................................................  18,850
Adjusted profit for the year ended December 3 1 , 1927......... $ 1,700
N ote.—The depreciation on the amount of the write-up of the buildings may
be adjusted against operating profits or surplus account.
A  B  C M anufacturing Company Schedule 3
Reserve for unrealized profit on appraisal
Appraisal increase in value of buildings (transferred from surplus
account).....................................................................................................  $15,000
Less: Depreciation on the appreciation (1% on $15,000)......................  150
Balance, December 3 1 , 1927........................................................................ $14,850
Accounting, November, 1928. Part II. No. 4
(a) Maintenance expenditures are classified generally as those
repairs of minor consequence which occur with somewhat regular 
frequency and keep a machine or unit in operation. The expen­
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ditures may be charged currently as incurred, or against a reserve 
for maintenance if the company has created and is operating such 
a reserve. The primary purpose of such a reserve is to apportion 
the cost of maintenance (upkeep) over the periods during which 
the machine or unit is used. In the present case, the unit had 
fallen below a profitable degree of efficiency and “must be either 
rebuilt or replaced by a new unit.” Therefore, no part of the cost 
of (1) tearing down, (2) repairing certain parts or (3) re-erecting 
should be charged as maintenance but to the reserve for depre­
ciation.
(b) After rebuilding the unit, the company had added nothing 
to its equipment, but had converted an unprofitable unit, which 
had evidently run down or had become obsolete, to one of efficient 
operation with additional years of service. In the circumstances, 
the generally accepted theory of charging the cost to the reserve 
for depreciation should be followed.
(c) Labor cost is a proper charge to depreciation reserve if the 
labor retards or arrests depreciation or in itself or in conjunction 
with material prolongs the life of the asset beyond the originally 
estimated period.
(d) Labor may retard the progress of depreciation. Main­
tenance of the roadbed of a railroad frequently involves only a 
labor expenditure, as when a track crew is employed in shifting 
ballast and rearranging ties, rails, etc. Material does not arrest 
depreciation unless applied, by means of labor, to the machine 
or unit subject to depreciation.
Note.—In  public-utility accounting, considerable difficulty is 
encountered in distinguishing between maintenance and depreciation 
expenditures. The operating contracts which the company had with 
the trustee, and the rules and regulations of any supervising com­
missions should be read fo r  any provisions pertinent to the case in 
point.
Accounting, November, 1928. Part II. No. 5
Under the terms of the licence the Plebe Manufacturing Com­
pany was required to pay the Omnia Corporation 5 per cent. of 
the net sales which, for the six months ended June 30, 1928, 
amounted to $700,000. The amount of the royalties for the six- 
months period was, therefore, 5 per cent. of $700,000, or $35,000. 
Of this amount, the Plebe Manufacturing Company had paid
ACCOUNTING— NOVEMBER, 1928 161
$20,000, leaving a balance due of $15,000 as at June 30, 1928. 
This amount represents an actual liability as at that date and 
should be shown as a current liability in the balance-sheet.
I t  was further agreed that a minimum royalty of $120,000 
“shall be payable for each of the calendar years covered by the 
licence.” Any actual liability arising under this clause can not be 
determined until the end of each calendar year. However, the 
accountant should give expression to the contingent liability 
thereunder, by means of a footnote on the balance-sheet as at 
June 30, 1928, if no surplus is set aside as a reserve for such 
contingency.
Accounting, November, 1928. Part II. No. 6
The problem states: “ . . . assuming that the cost of goods 
was the same in both years.” We take this to mean that costs per 
unit were the same in both years. Then
$175,000 ( increase in cost of goods sold )
$800,000 ( cost of goods sold in 1926 )
21.875 per cent of increase 
in volume of sales
If  there had been no increase in selling prices, the increase in 
sales in 1927 would have been
$1,000,000 (1926 sales) X 21.875% =  $218,750
Since the total increase in sales was.......................................................... $250,000  
and the increase due to increased volume was.........................................  218,750
the increase due to increased selling prices w as.......................................  $31 ,250
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Auditing, May, 1929.
No. 1. With the exception of (b) investment-trust corporation, 
the following are tentative definitions submitted by the special 
committee on terminology of the American Institute of Ac­
countants and published in T he J ournal of Accountancy 
(January, 1929):
(a) Subsidiary corporation:
“A company, the voting stock of which is fully owned, or nearly so, by 
another company, to which the first company is a subsidiary. To qualify 
as a subsidiary company for the purpose of rendering consolidated in­
come-tax statements it is necessary that the control be firmly fixed in 
the hands of the controlling company, inter-company stock ownership, 
ownership by the same individuals and some other considerations being 
given weight. Reference to the latest tax regulations and decisions is 
recommended as the rules are subject to periodical revision.”
(b) Investment-trust corporation:
An organization of investors using their combined funds for the purpose 
of purchasing, under scientific management, a wide variety of securities, 
due regard being given to safety of principal through diversification, 
regularity of income, and possible appreciation in market values, with 
no intention of gaining a controlling interest in any company whose se­
curities it owns, and with the sole purpose of investing for the benefit 
of the shareholders.
(c) Holding company:
“A company, the principal business of which is to hold the stock of one 
or more other companies. A holding company may also be directly en­
gaged in business on its own account, but in so far as it is a ‘holding 
company' its business does not include active operations. Some holding 
companies control the operations of some or all of the companies whose 
stocks they hold; some take no part in controlling the operations of other 
companies but act as investors only.”
(d) Close corporation:
“A corporation the stock of which is held in few hands and not freely 
sold. The restraint on sale may be provided in the by-laws of the corpo­
ration, by definite contract between the stockholders, or by a general 
understanding among them. In most close corporations the restraint is 
a ‘gentlemen’s agreement.’ ”
(e) Affiliated company:  
“A company which by reason of stock ownership is permanently con­
trolled by another company; the name indicates that the company is 
the ‘child’ of the ‘parent,’ or controlling company. It is not necessary 
that the entire issue of the company’s stock should be owned by the 
controlling company.”
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No. 2. The charter and agreements under which the investment 
trust operates should be examined to determine whether or 
not there is any limitation upon the classes of securities in 
which investments should be made, what discretionary 
powers are granted for the purchase and sale of securities and 
what other important powers may be given to the management. 
I f  possible, the cash, negotiable instruments and securities
 should be inspected at the close of business on the balance-sheet 
date, and, in any event, should be kept under control until all 
have been verified to prevent substitution. In anticipation of 
the inspection, and to reduce the amount of work to be per­
formed at that time, a schedule should be prepared from the 
securities ledger showing stock or bond number, description, 
par value, if any, or amount, where deposited, cost, interest 
earned, dividends received, etc. The securities on hand should 
be checked against this schedule on the balance-sheet date.
At a subsequent date, the bank accounts can be reconciled, 
and confirmations can be requested of the depositories or 
pledgees of securities which were not on hand for inspection.
The valuation of the portfolio is one of the most important 
matters to be given attention. I t  is the general custom to show 
the securities at cost in the balance-sheet. However, the 
market value, whether above or below cost should be shown in 
some way in the statement. If  the market value is less than 
cost, it would be desirable to set up a reserve for the market 
value, but custom appears to sanction stating the cost in the 
balance-sheet and indicating the decreased market value 
parenthetically or by a foot-note. I f  the market value has 
increased, the securities should not be written up, but the 
market value should be indicated so that the company’s stock­
holders may be fully informed as to the financial status of the 
company.
Market values can in most cases be determined from pub­
lished quotations, but in some cases such values are not avail­
able. This fact should be indicated in the schedule of securities 
included in the report. Costs can usually be ascertained from 
purchase confirmations and brokers’ sales memoranda, al­
though special problems sometimes arise in determining the 
cost of securities acquired by issuance of the company’s own 
stock.
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The verification of receivables, fixed assets and reserves, de­
ferred charges and current liabilities would be made in the 
usual way. Liabilities for unpaid balances on security pur­
chases should be verified by confirmation. If the company owns 
securities which have been paid for in part only and are sub­
ject to calls for additional payments, the amount which may 
be called for should be shown as a contingent liability.
The securities schedule should be checked with the one pre­
pared for the next preceding audit, and securities no longer held 
should be traced through the cash receipts book to the bank 
statement to account for their disposal.
Income from interest and dividends should be separated in 
the profit-and-loss statement from profits or losses on the 
disposal of securities. The amounts shown as interest income 
may be verified by inspection of the bonds to determine what 
interest collections should have been received during the period 
of ownership. Dividend income can be verified by examina­
tion of publications showing dividend payments of companies, 
or confirmations may be obtained from the issuing companies 
with respect to the dates and rates of dividend payments.
In accounting for the changes in securities during the period 
and for profits or losses on sales, the auditor should examine 
the brokers' memoranda. Sales and purchase prices should be 
apportioned between accrued income and principal, and be so 
recorded, so that a proper distinction may be made between 
financial income and speculative profit or loss.
The profit or loss recorded on the disposal of a portion of the 
holdings of a security bought at various dates and at various 
prices can be manipulated to some extent by applying early, 
late or average costs against the selling prices. The auditor 
can scarcely challenge any reasonable policy with respect to 
this matter, but he should see that a uniform policy is adopted, 
rather than a varying policy intended to produce a desired 
showing. So far as possible the auditor should also assure him­
self that the recorded profits on security disposals are not the 
result of “ wash sales” or similar transactions.
As to the company’s own outstanding securities, confirma­
tions should be obtained from the trustee as to the amount of 
bonds authorized and outstanding and from the registrar or
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transfer agent or both as to the amount of each class of capital 
stock authorized and outstanding.
No. 3. The accountant’s report should contain:
(a) A comparative balance-sheet. This statement would show the financial 
condition of the business on a “going value” basis at a recent and at a 
more remote date. A study of the changes in the various assets and lia­
bilities would disclose the trend toward a better or a worse condition.
(b) A comparative profit-and-loss statement showing the results of opera­
tions during at least two years. This statement should be supported by 
much detail regarding sales, gross profits and expenses.
(c) A statement of affairs showing the assets, pledged and unpledged, at 
both book and estimated realizable values, the liabilities in the order of 
rank, and the estimated loss, if any, to the creditors upon liquidation.
(d) A deficiency account supplementing the statement of affairs and indi­
cating in detail the estimated losses to be incurred if a liquidating pro­
gramme is adopted.
(e) As much data as possible relative to market, economic, factory and other 
conditions having a bearing upon the probable profitability of operations 
in the future.
If  these statements and the other data indicated that a down­
ward trend could be expected to be temporary, that frozen 
assets would eventually be realizable without serious loss but 
that serious loss would be incurred by an attem pt at immediate 
realization, and that general conditions were such as to give 
promise of successful operation, we should recommend con­
tinuing the business.
On the other hand, if the downward trend could be expected 
to continue so that the creditors could not look hopefully to 
the future, a discontinuance of the business would appear 
desirable. Whether this should be accomplished by immediate 
liquidation or not would depend upon the prospective losses 
indicated by the statement of affairs.
No. 4. The extent of the detailed verification would depend upon 
whether the fixed assets are to be stated in the balance-sheet at
(1) Appraised values as of:
(a) The balance-sheet date.
(b) A prior date.
In both cases all entries in the property accounts and the related 
reserves for the period under audit should be examined to see that a 
proper distinction has been made between capital and revenue ex­
penditures, and that proper entries have been made to record the
AUDITING— MAY, 1929 167
disposals of property. If the appraisal was made at a date prior to 
the beginning of the period under audit, the additions and retire­
ments from the appraisal date to the beginning of the audit period 
should also be verified.
or (2) On a cost basis:
In this case the auditor and the client should agree as to whether:
(a) An unqualified certificate is desired. If so, the auditor should make
comprehensive tests of the property and reserve accounts since the 
inception of the business to determine:
(i) That repairs, renewals and replacements have not been im­
properly charged to the asset accounts.
(ii) That the value of any property abandoned or disposed of has 
been taken from the property and reserve accounts.
(iii) That reasonable depreciation has been provided, and that de­
preciation has not been continued after the property has been 
fully depreciated.
(iv) That fixed assets manufactured by the company have been 
charged to the accounts at a proper cost, without taking up 
any unrealized profit.
or (b) A qualified certificate will be acceptable. If so, the auditor may 
limit his examination to the records for the period under audit, 
covering the points just mentioned, and should qualify his certifi­
cate by stating that the property accounts for prior periods were 
not audited.
Regardless of the basis of valuation of the property, the 
auditor should ascertain:
(1) That the company holds a clear title to the property, particularly in the 
case of real estate. While he may desire to inspect deeds, abstracts of 
title and guarantee policies, he will do wisely to obtain a statement from 
the company’s attorney.
(2) The encumbrances, if  any, to which the property is subject.
(3) The adequacy of the insurance coverage.
No. 5. The outstanding capital stock of one hundred thousand 
shares, $25.00 par, can be made fully paid by either of the 
following methods:
(1) Have a resolution passed by the board of directors and ratified by the 
stockholders authorizing the transfer from surplus to capital account 
of $1,250,000 to pay the uncalled portion of the par value of the out­
standing stock; or
(2) Have a resolution passed by the board of directors to pay a cash dividend 
of 50%, or $1,250,000, and at the same time issue a formal call for the 
unpaid balance on the capital stock. The cheques would be mailed to
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the stockholders, who would endorse and return them in payment of 
the balances due on their stock.
While the effect would be the same in either case, the first 
method is preferable because the transaction involves only the 
journalizing of the transaction, while the second method would 
require time, labor and other expense in drawing and mailing 
the cheques and securing their return.
From the income-tax point of view, the corporation is not 
affected under either method. The internal revenue depart­
ment has held that the first method results in a stock dividend 
(I. T. 2455; C. B. June 1929, p. 218) which is not taxable to 
the shareholders. However, the share-holder is required to use 
as cost the $12.50 originally paid for the stock in determining 
the profit or loss in a subsequent sale of any of this stock. 
This profit is subject to both normal tax and surtax.
Under method two, the amount received by the share­
holder constitutes a cash dividend subject to surtax only, while 
the basis for computing the taxable gain or deductible loss in 
subsequent sales of this stock would be increased to $25.00 a 
share.
The choice of method to be followed would depend somewhat 
upon the number of share-holders, particular exemptions, 
distribution of holdings, etc.
No. 6.
(a) The amount of depreciation depends upon:
(1) The cost of the asset, including the cost of installation.
(2) The salvage or residual value, if any, of the asset at the end of its 
useful life.
(3) The useful life of the asset.
(b) The cost of the asset, including the cost of installation, etc., can be 
readily ascertained by the auditor by an examination of the records.
The salvage value and the useful life of the asset can not be 
definitely determined by the auditor as these factors are esti­
mates only . 
The auditor must depend upon his own and the company’s 
past experience with similar assets, reports of engineers, 
reference books, etc., to check the adequacy of the depreciation 
charge which is based upon these estimates and the factor of 
the cost of the asset.
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No. 7.
(a) Stock-brokerage firm:
On the balance-sheet date start the audit as soon as possible after the 
entries for the day have been recorded in order to obtain the “position” 
of customers’ accounts, securities and bank loans.
From the cashier’s records obtain—
1. A detailed list of securities on hand in the company’s collateral boxes 
(margined securities).
2. A detailed list of securities on hand in the company’s safekeeping 
boxes (customers’ securities).
3. A detailed list of bank and other loans together with lists of collateral 
therefor.
4. A detailed list of securities which are out for transfer.
5. A detailed list of securities due to brokers (charged out but not 
delivered).
6. A detailed list of securities due from brokers (charged in but not 
received).
7. A detailed list of securities ordered out from correspondent brokers 
but not yet received.
From the margin clerk’s records draw off, on separate sheets, custom­
ers’ debit or credit balances and list thereon the securities which each 
customer is “long” or “short,” as well as securities wholly owned by the 
customers and held in safekeeping.
From the customers’ ledgers draw off, on separate sheets, customers’ 
debit and credit balances and list the securities which each customer is 
“long” or “short”
From the master security record draw off, by security names, lists of 
customers “long” or “short” those securities, and the location of the 
securities—on hand, at brokers, in banks, etc.
Prepare and send out requests for confirmation of:
1. Bank loans and collateral.
2. Securities out for transfer.
3. Securities due to and owed by the brokerage firm.
4. Customers’ accounts (if possible have duplicate copies of customers* 
statements prepared for the auditor’s files so that any differences 
referred to later by the customers in reply to the request for confirma­
tion may be checked against this duplicate copy).
Count cash on hand.
Count securities in the boxes, customers* and safekeeping, using the 
lists prepared as a guide.
Reconcile the bank accounts.
Check the customers’ positions as shown by the master control, margin 
record and ledger accounts against each other and reconcile the differ­
ences.
Check the securities on hand, in banks, at brokers and out for transfer 
against the master securities record and reconcile differences.
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Value the securities using correct market quotations as of the audit date 
in order to check the adequacy of the margin accounts, the margin of 
security held by the banks and the relationship between the customers’ 
margin accounts and securities held.
Verify any other current assets with regard to value.
Analyze fixed-asset accounts with attention to the propriety of charges 
and the adequacy of the reserves for depreciation.
Check prepaid expenses, verify and confirm accruals and other liabilities.
(b) A commercial bank:
Count all cash.
Inspect and list all stock and bond security holdings.
Inspect and list all time and demand notes held and verify, by corre­
spondence if practicable.
Inspect and list all securities held as collateral.
N ote.—All cash and negotiable instruments should be held under control 
until all are counted and examined to prevent duplication or 
substitution.
Inspect clearing-house items and obtain verifications from the clearing 
house to detect unpaid items.
Reconcile correspondents’ accounts including the federal reserve bank 
and rediscounts.
Determine that the detail of depositors* accounts, certified cheques and 
certificates of deposit are in agreement with the respective controlling 
accounts.
Verify the collection of income on securities owned.
Determine the adequacy of the provision for unearned discount on loans. 
Verify the outstanding capital stock.
Verify the expenses.
Analyze fixed-asset accounts to determine the propriety of charges and 
the adequacy of reserves for depreciation.
Check prepaid expenses, verify and confirm accruals and other liabilities.
No. 8.
Board of Directors,
A B Corporation,
Chicago, Illinois.
Gentlemen:
We have examined the books and accounts of The A B 
Corporation, Chicago, Illinois, and, as a result of our examina­
tion, have prepared the accompanying balance-sheet and oper­
ating statements.
The cash, liberty bonds and notes receivable were verified by 
inspection, certificates obtained from the depositories, or other 
satisfactory evidence of ownership. The accounts receivable
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were verified from the company’s records and examined for 
collectability. Sufficient reserves have been provided for prob­
able bad-debt losses.
The inventories were verified by us as to extensions, footings 
and pricing at the lower of cost or market, but no verification 
was made of quantities. We were furnished with a certificate 
from responsible officers of the company which stated that the 
quantities had been determined by physical count, weight or 
measure.
The cash-surrender value of the insurance policies on the lives 
of officers was verified by an examination of the policies.
The prepaid expenses were verified, and we ascertained that 
the bond discount is being amortized over the life of the bonds.
The investments in other companies were written up during 
the year from cost, $70,478.34, to $127,787.63. This write-up 
was credited to income from subsidiaries and represented, we 
were informed, the excess of market value of the securities over 
their original cost. We have shown the investments at cost.
Depreciation on fixed assets in the amount of $291,875.30 had 
been credited directly to the asset accounts on your books. On the 
basis of our examination of those accounts, we recommend that 
the accompanying journal entry (6) be made to reflect the assets 
on the books at cost and to set up the reserves for depreciation.
Accounts and notes payable were verified in so far as possible 
by comparison with creditors’ statements and by correspon­
dence with the holders of the notes.
The first-mortgage six per cent. bonds and the amount of the 
accrued bond interest were verified by correspondence with the 
trustee.
By authority of the secretary of state the company, on July 
3 1 , 1928, retired the entire amount of its class “ B” capital stock 
and changed the name of the class “A” stock to “common.” 
The class “B” stock was, on retirement, purchased at a discount 
of $32,125, which has been credited by us to capital surplus.
I t is recommended that the accompanying adjusting journal 
entries be entered on the books of the company, as of December 
31, 1928, to bring the books into agreement with the financial 
statements. Yours truly,
(Signed)-------------------------,
Certified Public Accountants.
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A B Corporation Exhibit B, Schedule 1
Reconciliation of net profit for the year ended December 31, 1928
Profit per books.......................................................................................  $ 96,150.93
Loss as adjusted......................................................................................  81,056.15
Difference............................................................................................. $177,207.08
Accounted for as follows:
Depreciation for year ended December 3 1 , 1928.......................... $ 58,604.04
Bond interest for year ended December 3 1 , 1928.........................  27,600.00
Bond discount amortized.................................................................  1,568.75
Discount on purchase of class “ B” common stock retired
—erroneously included in profits...............................................  32,125.00
Write-up of investments in other companies erroneously in­
cluded in profits.............................................................................  57,309.29
T otal................................................................................................ $177,207.08
A B Corporation Exhibit B
Statement of profit and loss for the year ended December 31, 1928
Sales:
Gross sales..............................................................$1,297,567.74
Less: returns and allowances..............................  13,418.29
Net sales............................................................  $1,284,149.45
Cost of goods sold— Exhibit C ................................  958,719.05
Gross profit on sales...................  ............................. $ 325,430.40
Selling and general expenses:
Selling expense.....................................................$ 265,838.00
General administrative expense.........................  112,654.75 378,492.75
N et loss from operations..........................................  $ 53,062.35
Other income:
Discount on purchases.........................................$ 568.70
Interest received...................................................  650.55
Recoveries on bad debts......................................  431.15 1,650.40
Net loss from operations less other income...........  $ 51,411.95
Other expense:
Bond interest paid................................................ $ 27,600.00
Bond discount amortized....................................  1,568.75
Other interest paid...............................................  331.27
Tax refunds to bondholders................................ 144.18 29,644.20
Net loss for year.........................................................  $ 81,056.15
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A B Corporation Exhibit C
Statement of cost of goods manufactured and sold for the year ended
December 31, 1928
Raw materials:
Inventory, January 1 ,  1928..................................... $190,085.03
Purchases...................................................................  421,684.41
T otal....................................................................... $611,769.44
Inventory, December 3 1 , 1928...............................  158,794.69
Cost of raw materials used.................................. $452,974.75
Labor................................................................................  316,488.33
Manufacturing expenses:
Factory expense......................................................... $121,025.27
Depreciation.............................................................. 58,104.04 179,129.31
Total manufacturing cost..................................  $948,592.39
Add: decrease in inventory of work in process:
Inventory, January 1 ,  1928....................................  $ 41,273.68
Inventory, December 3 1 , 1928...............................  35,769.25 5,504.43
Cost of goods manufactured..............................  $954,096.82
Add: decrease in inventory of finished goods:
Inventory, January 1 ,  1928....................................  $ 63,225.79
Inventory, December 31,1928...............................  58,603.56 4,622.23
Cost of goods sold........................................................... $958,719.05
A B Corporation
Adjusting journal entries December 31, 1928
(1)
Notes receivable.............................................................  $ 23,500.00
Accounts receivable.................................................  $ 23,500.00
To separate the notes receivable from the 
accounts receivable.
(2)
Accounts receivable.......................................................  2,199.09
Reserve for bad debts..............................................  2,199.09
To set up reserve for bad debts which has 
been deducted from accounts receivable.
(3)
Raw-materials inventory.............................................  158,794.69
Work-in-process inventory..........................................  35,769.25
Finished-goods inventory............................................  58,603.56
Inventories.................................................................  253,167.50
To separate the inventories as of December 
31, 1928, into their respective accounts.
AUDITING— MAY, 1929 175
(4)
Prepaid insurance premiums.......................................  $ 336.70
Unamortized bond discount........................................  9,412.50
Prepaid items.............................................................
To separate the prepaid items into individual
accounts.
(5)
Income from subsidiary companies............................ 57,309.29
Investments in other companies............................
To write down the investment account to 
cost value.
(6)
Land................................................................................. 45,000.00
Buildings.........................................................................  214,144.00
Machinery and equipment..........................................  934,495.27
Office equipment............................................................ 9,436.25
Depreciation...................................................................  58,604.04
Reserve for depreciation..........................................
Reserve for depreciation—buildings.....................
Reserve for depreciation—machinery and 
equipment.............................................................
Reserve for depreciation—office equipment........
Fixed assets................................................................
To set up fixed-asset accounts at cost, to write 
off depreciation for the current year, and to set up 
reserve-for-depreciation accounts.
(7)
Bond interest.................................................................. 27,600.00
Bond discount amortized.............................................  1,568.75
Reserve for bond interest........................................
To write off bond interest and discount in­
correctly charged to reserve for bond interest.
(8)
Accounts payable........................................................... 10,000.00
Notes payable...........................................................
To segregate accounts and notes payable.
(9)
Accrued items.................................................................  19,368.69
Accrued bond interest..............................................
Accrued expenses......................................................
To classify accrued items of expense.
(10)
Gain on stock purchases...............................................  32,125.00
Capital surplus—discount on purchase of class
“ B” stock retired.................................................
To set up capital surplus for gain on stock
purchased at a discount.
$ 9,749.20
57,309.29
58,604.04
22,944.00
266,998.65
1,932.65
911,200.22
29,168.75
10,000.00
13,800.00
5,568.69
32,125.00
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N ote.— Many of the amounts used in the above entries were not given in the 
problem, but are assumed amounts which might result from the breakdown of 
certain accounts that were given. Considerable leeway is given the candidate 
to draw upon his imagination in assuming the conditions behind the statements 
submitted in the problem. For this reason the above explanatory journal 
entries are presented, although not a particular requirement of the problem.
It is assumed that an analysis of the materials-used account showed it to
consist of the following:
Debits Credits
Purchases..............................  $421,684.41 Inventories 12/31/28 $253,167.50
Inventory of raw materials
1/1 /28 ................................ 190,085.03
Inventory of finished goods
1/1 /28 ................................ 63,225.79
Inventory of work in proc­
ess 1 /1 /28 .........................  41,273.68
Balance $463,101.41
No. 9. The books of both the partnership and sole proprietorship 
should be closed as of the day of B’s death and the value of 
B’s interests should be recorded on the books of A, the adminis­
trator of the estate of B, by debiting “interest in B & Com­
pany” and “interest in B-C partnership” and crediting “estate 
principal.”
Upon the settlement of B’s interest in the partnership, cash 
(or notes receivable, etc.) should be debited with the proceeds and 
“interest in B-C partnership” credited. After the last liqui­
dating dividend has been received and entered the balance in 
“interest in B-C partnership” account would represent a gain 
or loss and should be transferred to either “gain on realiza­
tion” or “loss on realization.”
The accounts on the books of the sole proprietorship which 
were closed as of the day of B’s death, may be reopened to 
record the transactions of the business which is to be continued 
“ for the present” by A. The liquidation of this business should 
be accounted for in the same manner as was suggested for 
accounting for the liquidation of the partnership.
No. 10. A general criticism may be made of all of the certificates, 
in that they are not signed, contain no date and do not include, 
with the exception of (b), the desirable phrase “ in our opinion.”
(a) This certificate has no value. While the statement is in accordance with 
the books, there is no assurance that the books are correct. Since an
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audit of cash receipts and disbursements was apparently made, the 
auditor should have stated the extent of the verification and the degree 
of responsibility he was willing to assume with respect to the integrity 
of the cash records.
(b) There are no special criticisms to be made of this certificate. However, 
it is most unusual for a partnership (the firm of F. & G.) to be a subsid­
iary of a corporation. It is possible that the A B Corporation enjoys 
the unusual privilege of being a partner in a firm.
(c) This certificate states that, while the auditor has not audited the ac­
counts of the subsidiary, he yet certifies to the consolidated statements. 
While it is possible that he is justified in so certifying because of the 
character and amount of the assets of the branches and subsidiaries and 
the control through monthly reports and internal check, it appears more 
probable that the auditor has written a certificate intended to protect 
himself by reference to the limited work done while at the same time 
creating the impression that the statements are unqualifiedly certified. 
The certificate probably should state: “ We have not audited the ac­
counts of the branches and subsidiaries, but have examined their 
monthly reports. Subject to the foregoing qualification, we hereby 
certify, etc.”
(d) This form is frequently used by auditing committees. While it would 
presumably bind a public accountant, it is in an undesirable form.
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E xplanation or Adjustments
(a) and (b) provision for depreciation—3 months ended March 31, 1929—  
charged to profits:
Total
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Buildings
Depreciation rate per quarter............
Company A—Property..................  ($600,000)
Depreciation........... 3,000
Company B—Property.................. ( 90,000)
Depreciation........... 450
Machinery depreciation
16,500
3,300
($900,000) 
13,500 
( 190,000)
2,850
$
Total depreciation. $ 3,450 $ 16,350 $ 19,800
(a) (b)
(c) Provision for federal income tax:
Company A Company B Total
Profits 3 months—before deprecia­
tion and taxes...................................  $ 80,000 $ 45,000 $ 125,000
Less depreciation— as above..............  16,500 3,300 19,800
Net profit before taxes......................... $ 63,500 $ 41,700 $ 105,200
Tax at 12%............................................ $ 7,620 $ 5,004 $ 12,624
(c)
(d) Issuance of company C bonds and application of proceeds:
Bonds issued.........................................................................................  $1,500,000
Discount—5%......................................................................................  75,000
Proceeds................................................................. ...............................  $1,425,000
Old bonds retired:
Company A......................................................................................  $ 880,000
Company B......................................................................................  120,000
T otal............................................................................................  $1,000,000
Construction fund................................................................................ 400,000
Addition to cash................................................................................... 25,000
Total............................................................................................  $1,425,000
(e) Minority interest—preferred stockholders:
Company A...........................................................................................  $ 400,000
Company B...........................................................................................  50,000
T otal............................................................................................  $ 450,000
(f) Goodwill allowed old companies, and common stock of company C issued 
or to be issued:
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Company A Company B Total
Common stock...................................... $ 840,000 $ 24,000
Surplus, December 3 1 , 1928............... 40,000 96,000
Equity of common stockholders.. 880,000 $120,000 $1,000,000
Goodwill— additional common stock
to be issued by company C............
Divided between company A and 
company B in ratio of 88% and 
12%.............................................. 176,000 24,000
200,000
Total....................................................... $1,056,000 $144,000 $1,200,000
Fraction of common stock turned in 
for exchange—to March 31........... 80% 90%
Stock issued in exchange..................... 844,800 129,600 974,400
Minority interest in common stock 
yet to be exchanged......................... $ 211,200 $ 14,400 $ 225,600
(g) Provision for preferred dividends:
Company A Company B Total
Preferred stock..................................... $ 400,000 $ 50,000 $ 450,000
Dividend— 1½ %................................. 6,000 750 6,750
(h) Interest in surplus—earned since December 31, 1928, applicable to com­
mon stock of subsidiaries not yet exchanged:
Company A Company B Total
N et profit before depreciation, taxes,
and preferred dividends................. $80,000.00 $45,000.00
Deduct:
Depreciation— adjustments (a)
and (b)......................................... $16,500.00 $ 3,300.00
Federal income tax—adjustment
(c).................................................. 7,620.00 5,004.00
Preferred dividends—adjustment
(g)................................................. 6,000.00 750.00
Total deductions................... $30,120.00 $ 9,054.00
Balance................................................... $49,880.00 $35,946.00
Per cent. of stock not exchanged----- 20% 10%
Minority interest................................. $ 9,976.00 $ 3,594.60 $13,570.60
Company C and  S ubsidiaries 
Consolidated balance-sheet— March 31, 1929
(Giving effect as of December 31, 1928 to consolidating transactions and 
financing subsequently effected)
Asseti
Current assets:
Cash.........................................................................$ 85,000.00
Accounts receivable..............................................  263,000.00
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Inventories.............................................................$ 550,000.00 $ 898,000.00
Construction fund—deposited with trustee........ 400,000.00
Fixed Assets—sound values, December 3 1 , 1928,
  less subsequent depreciation:
Land........................................................................ $ 60,000.00
Buildings................................................................  686,550.00
Machinery and equipment..................................  1,073,650.00 1,820,200.00
Bond discount. 
Goodwill.........
75,000.00
200,000.00
$3,393,200.00
Liabilities and net worth
Current liabilities:
Accounts payable— trade...............................................................
Reserve for federal income tax..........................................................
Bonds payable.......................................................................................
Interests applicable to stock not turned in for 
exchange:
Preferred stock:
Payable in preferred stock of
company C .........................  $450,000.00
Interest in surplus................... 6,750.00 $ 456,750.00
$ 138,000.00 
12,624.00 
1,500,000.00
Common stock:
Payable in common stock of
company C .........................  $225,600.00
Interest in surplus................... 13,570.60 239,170.60 695,920.60
Net worth:
C apital stock ,
p ar v a lu e ,
$100.00: To be issued Unissued Issued
Preferred___ $ 450,000.00 $450,000.00 $
Common........ 1,200,000.00 225,600.00 974,400.00
Surplus....................................................................  72,255.40 1,046,655.40
$3,393,200.00
Accounting, May, 1929. Part I. No. 2
Following are the comparisons of the value of one share of A 
common and one-half share of A preferred with one share of B 
common on the four bases mentioned by the problem.
(1) On the basis of past profits.
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(2) On the basis of assets at December 3 1 , 1927.
. . .Company A .................... Company B . . .
Total Per unit Total Per share
Common stock:
Par value.........................  $46,000,000 $23,000,000
Surplus.............................. 17,600,000 4,700,000
T otal...........................  $63,600,000 $27,700,000
Number of shares...........  920,000 230,000
Book value per share.. . .  $ 6 9 .1 3
Preferred stock:
One-half share at par. . .  50.00
$120.43
T otal............................ $119.13 $120.43
Ratio of A to B =  98.9%
(3) On the basis of market quotations.
Common stock—per share..................................................
Preferred stock—per half share...........................................
Company Company 
A B
$ 98 $146
51
T otal.............................................................................. $149 $146
Ratio of A to B =  102%
(4) On the basis of trend of profits.
. .Company A. . . .Company B . .
Per cent. of Per cent. of
Earnings preceding Earnings preceding
Year per unit year per unit year
1923.............................. ............. $ 9 .74 $ 1.13
1924.............................. ............. 9.91 101.75% 3.65 223.01%
1925.............................. ............. 10.73 108.27 6.96 190.69
1926.............................. ............. 10.63 99.07 9.78 140.52
1927.............................. ............. 10.93 102.82 11.22 114.72
T otal................. 411.91% 668.94%
Average............ 102.98% 167.23%
While company A’s annual increase in profits per unit has 
averaged 2.98%, B’s increase per share of common has averaged 
67.23%. However, B’s rate of increase is steadily declining,
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while A’s rate of increase the last year was about equal to its 
average rate of increase.
Accounting, May, 1929. Part I. No.3
(a )
Statement adjusting the profit for the year ended December 31, 1928
 
. .December 31. .
Net profit 
. increase
decrease*1927 1928
Net profit per books................................. $200,000
Increase in interest receivable accrued. $2,500 $3,000 500
Decrease in interest payable accrued.. 200 180 20
Increase in local taxes prepaid...............   2,500 3,000 500
Decrease in insurance prepaid................ 3,250 2,000 1,250*
Decrease in reserve for cash discounts. 3,750 2,500 1,250
Adjusted profit......................................... $201,020
(b) In making the adjusting journal entries, we assume that
the company’s books have heretofore been on a cash basis and 
that no accounts with accruals have been set up. In the following 
entries, therefore,
Surplus is debited or credited with the amounts of the accruals as of Decem­
ber 3 1 , 1927.
Accru,al accounts are debited or credited with the amounts of the accruals 
as of December 3 1 , 1928.
Profit-and-loss is debited or credited with the differences.
We believe that this general explanation of the basis of the follow­
ing journal entries should permit the candidate to save some time in 
the examination by omitting the form al explanation of each entry.
Interest receivable accrued.....................................................
Surplus..................................................................... ..............
Profit and loss.......................................................................
Surplus......................................................... ..............................
Interest payable accrued....................................................
Profit and loss.......................................................................
Local taxes prepaid..................................................................
Surplus....................................................................................
Profit and loss.......................................................................
Insurance prepaid.....................................................................
Profit and loss...........................................................................
Surplus....................................................................................
Surplus.........................................................................................
Reserve for cash discounts............................ .....................
Profit and lo s s ......................................................................
$3,000
200
3,000
2,000
1,250
3,750
$2,500
500
180
20
2,500
500
3,250
2,500
1,250
ACCOUNTING— MAY, 1929 185
Accounting, May, 1929. Part I. No. 4 
Board of Directors.
Gentlemen:
As requested by you we are submitting some general comments 
on factors to be considered in the investment of the funds of your 
company. These factors may be classified as follows:
(A) Security of principal
(B) Security and rate of income
(C) Marketability
(D) Expenses involved
(A) Security of principal. It would seem that bonds have an advantage over 
mortgages in the following respects:
(1) Bond indentures generally place restrictions on the makers in the mat­
ters of accumulating funds for the payment of principal and of expending funds 
for certain purposes.
(2) The assets securing bonds are subjected to a close examination by the 
expert agents of the underwriters while in the case of mortgages the amounts of 
the mortgages are generally too small to justify large expenditures for thorough 
examinations.
(3) The values of the assets securing bonds are, usually, more stable than 
those securing mortgages.
(B) Security and rate of income. The rates of income from both bonds and 
mortgages are largely dependent on the amount of risk involved. Mortgages, 
however, generally yield greater returns than bonds of the same class. The 
security of income in the two classes may be compared as follows:
(1) Bond indentures often place restrictions on the makers in the matter of 
accumulating funds with which to pay interest.
(2) Bonds are frequently guaranteed as to interest payments.
(3) The earning powers of the makers of bonds are subjected to close scru­
tiny by expert agents to assure the underwriters before the issue is promoted of
  the probability of the payments of interest.
(4) In a majority of instances the earning power of mortgaged property is 
dependent on income from rental, which is somewhat uncertain, whereas 
bonded industrial and utility properties have returns which are quite certain 
except in extreme circumstances. The underwriters of bond issues strive to limit 
the amounts of issues to such a point that the investor will be amply protected, 
both as to principal amount and as to interest, from ordinary business depressions.
(C) Marketability. The bonds have an additional advantage over mortgages 
in the matter of marketability.
(1) Bonds of recognized merit are listed on a bond exchange which affords a 
ready market, while mortgages are not listed. It is often necessary to allow a 
large discount in order to sell a mortgage.
(2) Bond issues are divided into denominations of convenient size and may 
be sold in the small denominations to many individuals or in small amounts if 
the sale of the entire holding is not desired. Mortgages, as a rule, can not be 
conveniently divided.
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(D) Expenses involved. There is less expense involved in the purchase and 
sale of bonds than there is in mortgages.
(1) Bonds may be obtained for any number of years desired and in buying 
long-term bonds, when a long-term security is desired, a saving is made in the 
expense of reinvesting funds.
(2) It may be stated that in the event of defaults of payments of principal or 
interest the expenses involved in collection would generally be less in the case 
of bonds.
In addition to the above comments it is also advisable to 
mention that diversification of investments is desirable. The 
securities should be diversified as to kinds of business represented, 
maturities and locations of issuing companies. This diversifica­
tion can be more easily obtained in bonds than in mortgages.
Yours truly,
Accounting, May, 1929. Part I. No. 5
The following entries record the authorization and issuance of
the bonds.
July 1 ,  1924
Unissued first-mortgage bonds...................................  $50,000.00
First-mortgage sinking-fund 6% gold bonds. . . .  $50,000.00
To record the authorized issue of four-year 
first-mortgage sinking-fund 6% gold bonds. See 
minutes of meetings of the board of directors
(page------) and stockholders (page------ ).
September 1, 1924
Cash.................................................................................  52,295.00
Unissued first-mortgage bonds.............................. 50,000.00
Unamortized premium on bonds.........................  1,795.00
Interest accrued on first-mortgage bonds..........  500.00
To record the sale of the first-mortgage bonds 
at $103.59 and accrued interest.
Subsequent entries are of the following nature:
(A) Semi-annual interest payments and amortization of pre­
mium.
The semi-annual charges for bond interest and amortization of 
bond premium are determined by preparing the following 
schedule.
If  the bonds had been sold on July 1, 1924, a t $103.59 the 
effective rate of interest would have been 5 per cent. but 
the actual rate paid was slightly less than 5 per cent. as no ad­
justm ent had been made in the price for the period between 
July 1 ,  1924, and September 1 ,  1924, the date of sale.
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In the following table the amount of the amortization of the 
bond premium for the first period covers six months instead of 
four months, and results in a slightly lower interest charge than 
would otherwise be the case, if the correct price at September 1, 
1924, had been used.
Bonds
outstanding
and
Date
Credit
cash
  Debit 
interest
Debit unamortized
premium premium
Cost................................ $51,795.00
January 1, 1925........... ......... $ 1,500.00 $ 1,294.88 $ 205.12 51,589.88
July 1, 1925.................. ......... 1,500.00 1,289.75 210.25 51,379.63
January 1, 1926........... ........  1,500.00 1,284.49 215.51 51,164.12
July 1, 1926.................. ......... 1,500.00 1,279.10 220.90 50,943.22
January 1, 1927........... ......... 1,500.00 1,273.58 226.42 50,716.80
July 1, 1927.................. ......... 1,500.00 1,267.92 232.08 50,484.72
January 1, 1928........... ......... 1,500.00 1,262.12 237.88 50,246.84
July 1, 1928.................. ......... 1,500.00 1,253.16 246.84 50,000.00
Total....................................  $12,000.00 $10,205.00 $1,795.00
On January 1, 1925, interest expense will be debited with only 
$794.88, as $500 should be debited to the interest-accrued ac-
count set up to record the collection of the accrued interest from
the bond purchaser.
(B) Sinking-fund deposits.
Tons
produced Deposit
Deposit preceding at $.25
June 30 year per ton
1925.................................... . .  42,000 $10,500
1926.................................... 56,000 14,000
1927.................................... . .  50,000 12,500
1928.................................... . .  58,000 14,500
(C) Sinking-fund income.
June 30 Deposit
Total 
in fundOn at Earned
1925................... . .  $10,500.00 $10,500.00
1926................... 14,000.00 $10,500.00 4% $ 420.00 24,920.00
1927..................... 12,500.00 24,920.00 5% 1,246.00 38,666.00
1928...................... 14,500.00 38,666.00 5% 1,933.30 55,099.30
(D) Appropriations to sinking fund. 
$12,500.00 annually—June 30th.
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The entries involved in the retirement of the bonds appear
below.
First-mortgage sinking-fund 6% gold bonds............... $50,000.00
Sinking-fund trustee..................................................... $50,000.00
To record the redemption and retirement of the 
first-mortgage 6% gold bonds.
Cash......................................................................................  5,099.30
Sinking-fund trustee..................................................... 5,099.30
To record the receipt of the balance in the sink­
ing fund remaining after the redemption of bonds.
Sinking-fund reserve......................................................... 50,000.00
Surplus............................................................................. 50,000.00
To record the return of the sinking-fund reserve 
to surplus account.
While not a requirement of the problem, it is suggested that, in 
this and similar problems, the candidate prepare fo r  his own in­
formation memorandum accounts in which to post the journal entries 
as a test of their accuracy.
Accounting, May, 1929. Part I. No. 6
The annual rents, viewed as of the date of the lease, consist of:
First rent—$3,000—due immediately.
Next two rents—$3,000—ordinary annuity.
Next four rents—$3,600—four rents deferred two periods.
Last three rents—$4,000— three rents deferred six periods.
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Proof
Beginning of year
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
Interest Rent Balance
$1,264.27
$ 3,000.00 
3,000.00
$28,285.36
25,285.36
23,549.63
1,177.48 3,000.00 21,727.11
1,086.36 3,600.00 19,213.47
960.67 3,600.00 16,574.14
828.71 3,600.00 13,802.85
690.14 3,600.00 10,892.99
544.65 4,000.00 7,437.64
371.88 4,000.00 3,809.52
190.48 4,000.00
$7,114.64 $35,400.00
C o m m ercia l L aw , M ay, 1929.
No. 1. The corporation has a surplus of $50,000 and can declare 
a dividend to that extent. This may be done in any of the 
following ways:
(a) In stock to the par value of $50,000. (But stock can not be issued in 
excess of amount authorized by charter.)
(b) In cash to the extent of $50,000. This cash may be obtained by borrow­
ing on the new building.
(c) In scrip or notes of the corporation.
No. 2. No, Royce has no defense. Under the negotiable-instruments 
law even though he endorsed without recourse, nevertheless 
he warranted that all prior parties had capacity to contract.
No. 3. Y can recover. A would not be excused. While the strike 
might cause great difficulty of performance, it would not in law 
constitute impossibility of performance. A might have protected 
himself by inserting a clause in the contract that he would have 
additional time to the extent that he was delayed by a strike.
No. 4. Gain is recognized on the sale of the rights. In deter­
mining the gain or loss, the cost or other basis of the stock in 
respect of which the rights are issued, shall be apportioned be­
tween the rights and the stock in proportion to the respective 
values thereof a t the time the rights are issued.
At the option of the taxpayer, he may dispense with the 
rather involved procedure of attempting to apportion costs, 
and he may include the entire proceeds from the sale of stock 
rights in gross income. In that event, the basis for determining 
gain or loss from the subsequent sale of the stock in respect of 
which the rights were issued, shall be the same as though the 
rights had not been issued.
No. 5. Yes. The provision for acceleration of the maturity of the 
note in case of default does not affect its negotiability. The 
negotiable-instruments law provides that the sum payable is 
a sum certain, within the meaning of the act, although it is 
to be paid by stated instalments, with a provision that, on 
default in the payment of any instalment, or of the interest, 
the whole shall become due.
No. 6. The contract should be definite as to what your duties 
are to be, as to the length of your employment, and as to the 
share of profits that you are to receive. You should be careful 
to have it clearly stated that the profits that you are to receive
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are to be compensation to you for services, that you are not 
required to contribute capital, and that you are not a partner 
and do not share in any losses. You should endeavor to have a 
provision that you are to receive a fixed sum as salary in any 
event whether your share in the profits equals that amount or 
not. (After you have “ insisted” on all these provisions the 
offer will probably be withdrawn.)
No. 7. In my opinion the objection is valid. In the ordinary case 
where dividends are not declared on non-cumulative preferred 
stock there is no right to have back dividends paid before 
dividends are declared on common stock. But the courts are 
careful to protect stockholders against fraud. In this case 
only $15,000 annually would have been required to pay the divi­
dend on the preferred stock. The dividend could have been 
paid in each year, and there would have been $10,000 remain­
ing for dividend on common stock. But the directors withheld 
payments on the preferred stock for two years, and only paid 
the preferred dividend in the third year when it was necessary 
to pay a dividend on the preferred in order to pay a dividend 
on the common. The directors then used up practically the 
entire profits of the three years in paying one dividend on the 
common stock. I do not think that any court would allow this.
No. 8. A would not recover. A contract may be rescinded for fraud 
but there is no fraud in this case. B owed A no duty to dis­
close his special knowledge of the value of the violin. The parties 
were dealing at arm’s length with one another and the seller 
could readily have protected himself by securing an appraisal.
No. 9. A personal defense in an action on a negotiable instrument 
is one that can be made only as against a party not a holder in 
due course and which is “cut off” by a transfer to a holder in 
due course. Examples of such defenses are fraud, duress, 
illegality, want or failure of consideration, release or payment 
and discharge of party primarily liable.
An absolute defense is one that is not “cut off” by a transfer 
to a holder in due course. Examples of such defenses are 
forgery, infancy, insanity, lack of authority of agent to sign.
No. 10.
(a) In what state the warehouse is located. (The law differs as 
to whether or not the railroad is liable as an insurer.)
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(b) How long the goods were in the warehouse, and if and when 
notice of receipt was sent to consignee. (Even where railroad 
may be insurer, liability may end in some state after notice 
and in others after reasonable time.)
(c) (If railroad not liable.) Terms of contract between seller and 
buyer, also terms of bill of lading, and any facts as to rela­
tionship between parties which may throw light on legal 
title and beneficial ownership at time of destruction. Where 
contract was made and to be performed. (Generally at com­
mon law loss follows legal title. Under uniform-sales act in 
some states loss follows beneficial interest.)
No. 11. The examining agent is correct. According to section
115 (b) of the revenue act of 1928 as interpreted by article 623 
of Regulations 74, a corporation can not distribute earnings or 
profits accumulated prior to March 1, 1913, exempt from tax, 
unless and until all earnings or profits accumulated since 
February 2 8 , 1913, have been distributed.
No. 12. A statute of limitations is a legislative enactment which 
prescribes a certain period within which actions may be 
brought upon certain claims or within which certain rights may 
be enforced. The object of the statute is to suppress fraudulent 
and stale claims from springing up after a long lapse of time, 
and surprising the parties or their representatives when all the 
proper vouchers and evidence are lost, or the facts have become 
obscure from the lapse of time, or the defective memory, or 
death, or removal of witnesses.
No. 13. The theory of the bankruptcy law is that if a person be­
comes insolvent he may be adjudicated bankrupt and such 
adjudication discharges him from his obligations so that he can 
start to work again with a clean slate. The assets are collected 
by a trustee and distributed among the bankrupt’s creditors. 
A person may become bankrupt voluntarily or involuntarily.
As to who may become a voluntary bankrupt the bankruptcy 
law provides that any person, except a municipal, railroad, 
insurance or banking corporation shall be entitled to the bene­
fits of the law relating to voluntary bankrupts.
As to who may become an involuntary bankrupt the law 
provides that any natural person, except a wage earner or a 
person engaged chiefly in farming or the tillage of soil, any 
unincorporated company, and any moneyed, business or com-
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mercial corporation, except a municipal, railroad, insurance 
or banking corporation, owing debts to the amount of $ 1,000 
or over, may be adjudged an involuntary bankrupt upon de­
fault or impartial trial and shall be subject to the provisions 
and entitled to the benefits of the law.
The bankrupt himself may initiate the proceedings for 
voluntary bankruptcy by filing a petition to be adjudged such. 
Initiation of an involuntary bankruptcy proceeding is had by 
the filing of a petition by three or more creditors who have 
provable claims against the bankrupt which amount in the 
aggregate in excess of the value of securities held by them, if 
any, to $500, or over; or if all of the creditors of such person 
are less than twelve in number, then one of such creditors 
whose claim equals such amount may file a petition to have 
him adjudged a bankrupt.
A composition in bankruptcy is a proceeding voluntary on 
both sides, by which the debtor of his own motion offers to pay 
his creditors a certain percentage of their claims in exchange for 
a release from his liabilities. The amount offered may be less 
or more than would be realized through distribution in bank­
ruptcy by the trustee. The creditors may accept this offer or 
they may refuse it. For the purposes of the composition all the 
creditors are treated as a class, and the will of the majority is 
enforced upon the minority, provided the decision of the ma­
jority is approved by the court. In the ordinary case of distri­
bution by a trustee, the debtor’s whole property, save that 
which is exempt is applicable to the payment of his debts and 
belongs to his creditors, and not to him, until their claims have 
been satisfied. After adjudication there is no voluntary offer 
to pay by the bankrupt, and no bargained release by the 
creditor. The creditor takes all his debtors property whether 
the debtor likes it or not. In a composition case the creditor 
gets, not his share of the bankrupt’s estate, but only what he 
bargained for. The effect of the composition proceeding is to 
substitute composition for bankruptcy proceedings in a certain 
sense, and in a measure to supersede the latter proceeding and 
to reinvest the bankrupt with all his property free from the 
claims of his creditors.
No. 14. A valid contract for the sale of land may be specifically 
enforced by the vendor or the purchaser.
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(a) Company’s statement expanded by including items shown 
by company’s computation of inventory, April 3 0 , 1929.
(1) Purchase received in 1928.
(2) To re-classify freight—in 1928.
(3) To reduce inventory, December 3 1 , 1928, from $318,198 to $276,202.
(4) To eliminate provisions for federal income taxes.
(5) To re-classify discount on purchases— 1929.
(6) To reduce inventory, April 3 0 , 1929, to amount determined by computa­
tion using amended gross profit rate of 20.136% for 1928.
(7) Net reduction of profits.
X  J obbing Company
Computation of inventory as at April 30, 1929
Inventory, January 1 ,  1929....................................
Add:
Purchases.............................................................
Less: discounts on purchases............................
Freight on purchases..........................................
Total.................................................................
Deduct:
Cost of goods sold—
Sales.................................................................
Less: discounts and allowances...................
Less: gross profits (20.136 +  % ) ...............
$224,121
3,297 $220,824
$276,202
6,213 227,037
$260,128
4,792 $255,336
51,415
$503,239
Cost of goods sold.....................................  203,921
Inventory, April 3 0 , 1929.......................................  $299,318
X  J obbing Company
Reconciliation of surplus
Balance per books...........................
Balance as adjusted.........................
Balance 
January 
1 ,  1929
. .  $75,902
36,423
Profits four 
months ended 
April
30, 1929
$19,337
3,189*
Balance
April
30, 1929
$95,239
33,234
Difference to be accounted for.. . . , . .  $39,479* $22,526* $62,005*
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Which consists of:
Purchases not entered in 1 9 2 8 ... .  
Error in inventory of December
3 1 , 1928.........................................
Add back taxes.................................
Error in estimating inventory of
April 3 0 , 1929...............................
T otal........................................
$ 3,062* $ 3,062
41,996* 41,996
5,579 2,637 $ 8,216
70,221* 70,221*
$39,479* $22,526* $62,005*
♦Red.
X Jobbing Company 
Corrected balance-sheet, April 30, 1929
Assets
Current assets:
Cash in bank and on hand..............  $21,679
Accounts receivable.........................  $110,873
Less: allowance for doubtful ac­
counts............................................  15,000 95,873
Merchandise inventory (computed) 299,318 $416,870
Overpayment—federal income taxes, 
1928....................................................
Equipment.............................................
Less: allowance for depreciation..
5,579
$ 23,916
7,422 16,494
Deferred charges...................................  2,302
Goodwill...................... .......................... 100,000
Liabilities and net worth
Current liabilities:
Notes payable—bank..................... $225,000
Accounts payable............................  53,093
Accruals.............................................  4,918
Net worth:
Capital stock outstanding:
Preferred.......................................  $100,000
Common.......................................  125,000 $225,000
$541,245
$283,011
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Surplus—
Balance at January 1, 1929, as
adjusted...................................  $ 36,423
Loss for the period, January 1,
1929, to April 3 0 , 1929..........  3,189 33,234 258,234
$541,245
Accounting, May, 1929. Part II. No. 2
Broad, Wall and R oe 
Statement of Partners; Capitals 
December 3 1 , 1927, to June 3 0 , 1928
Balances, December 31, 1927, before admission of 
Roe............................................................................
Cash contributed by Roe.............................. ..............
Broad
$100,000
Wall
$60,000
Roe
$75,000
Together
$160,000
75,000
Total.................................................................... $100,000 $80,000 $75,000 $235,000
Goodwill (to old partners in profit-and-loss ratio—
3/5 and 2/5) to increase total capital to $250,000 9,000 6,000 15,000
Total................................................................... $109,000 $66,000 $75,000 $250,000
Transfer (to old partners in profit-and-loss ratio) to
reduce Roe's capital to $50,000............................. 15,000 10,000 25,000* ••
Balances, December 31, 1927, after admission of
Roe............................................................................ $124,000 $76,000 $50,000 $250,000
Profit—six months ended June 3 0 , 1928 (see note). . 16,000 16,000 8,000 40,000
Total....................................................................
Withdrawals...................................................................
Balances, June 30, 1928...............................................
$140,000
14,000
$92,000
10,000
$58,000
6,000
$290,000
30,000
$126,000 $82,000 $52,000 $260,000
♦Debit.
Note—The problem states that Roe is to have one-fifth of the 
profits, but it does not state the distribution as between Broad 
and Wall.
The admission of Roe terminates the partnership existing 
between Broad and Wall, and their interests in the profits of 
the new partnership would be dependent upon a new agreement. 
In the absence of any stated agreement, the general rule requires 
an equal division. Therefore the ratio applied in the above di­
vision of profits was:
Broad—40%
Wall —40%
Roe —20%
If  it is intended that the old ratio should continue with respect 
to Broad and Wall, the division of profits and the final capital 
balances would be
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Capital
.............................Division of profits............................. balances
Broad—3/5 of 80%, or 48% of 140,000 =  $19,200 $129,200
Wall —2/5 of 80%, or 32% of $40,000 =  12,800 78,800
Roe 20% of $40,000 =  8,000 52,000
Total, $40,000 $260,000
J ournal E ntries— A dmission o r  R oe
Cash..........................................................................................  $75,000
Roe, Capital........................................................ .............
Investment by Roe.
Goodwill................................................................................... 15,000
Broad, Capital...................................................................
Wall, Capital.....................................................................
Goodwill of old partnership (in accordance with 
agreement with Roe) divided in old profit-and-loss 
ratio.
Roe, Capital............................................................................  25,000
Broad, Capital...................................................................
Wall, Capital......................................................................
Transfers to old partners, in old profit-and-loss 
ratio, to reduce Roe’s capital to agreed amount.
$75,000
9,000
6,000
15,000
10,000
Accounting, May, 1929. Part II. No. 3
The amount of funds transferred by the executors to the
trustees is computed as follows:
Property left by the testator:
Securities..............................................................
Other property, specifically bequeathed.. . .
Interest earned during the two years of ex­
ecutorship.............................................................
Total.................................................... ..
Deduct:
Federal and state taxes on the whole estate, 
and state inheritance taxes on preferred 
legacies and on annuities..............................
Legal, accounting, and clerical expenses, etc.
Property specifically bequeathed....................
Preferred pecuniary legacies............................
$1,000,000
500,000
96,000
$1,596,000
Annuities paid for two years:
On four 5-year $500 annuities....................  $4,000
On two 5-year $1,000 annuities.................  4,000
On two 10-year $1,000 annuities............... 4,000
$ 60,000 
20,000 
500,000 
50,000
12,000
Executors’ fees— 5% of $562,000................... 28,100 670,100
Balance transferred to trustees......................... $ 925,900
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The amount of $72,364.20 can be paid to the residuary legatee 
12 years after the testator’s death, the earliest date set by the 
testator for the termination of the trust.
While the foregoing solution appears to be reasonable, it violates 
the following requirement of the problem: “Use simple interest 
only” This solution compounds interest every year by adding it to 
the principal. To comply literally with the problem, the following 
solution would be required:
Year Disbursement
Principal 
end of year
Interest earned 
Amount Year
2 J 925,900 $ 46,295 3
3 $ 18,180 907,720 45,386 4
4 18,180 889,540 44,477 5
5 121,180 768,360 38,418 6
6 14,060 754,300 37,715 7
7 14,060 740,240 37,012 8
8 14,060 726,180 36,309 9
9 14,060 712,120 35,606 10
10 14,060 698,060 34,903 11
11 12,000  686,060 34,303 12
12 1,112,000
$390,424
Principal end of 11th year..........  686,060
Total interest earned...................  390,424
Total. . . . . . . . . . . . . . . . . .  $1,076,484 which is not sufficient to close
= = = = =  the estate at the end of the 12th
year.
To assume that the trustees would allow interest collections to lie 
idle fo r  10 years instead of re-investing them is so contrary to reason­
able procedure that we do not believe the examiners intended the 
candidate to apply the simple-interest instruction literally. We 
think they expected the candidate to add the interest to the fu n d  each 
year notwithstanding the fact that this involved an annual compound­
ing of interest. (The adding of interest results in compounding, even 
though the disbursements be deducted.) We think the simple-interest 
instruction was merely an unfortunate expression intended to 
indicate that the problem was not to be solved by actuarial formulas.
For this reason we believe that the first solution should be accept­
able to the examiners.
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The matters mentioned in the numbered foot-notes of the 
problem, are dealt with as follows:
(1) Notes receivable discounted, $30,000—the contingent liability is 
mentioned in a foot-note.
(2) Analysis of accounts receivable:
Debit balances of trade accounts are classified as current assets; 
credit balances are classified as current liabilities.
Advances to A B C company are grouped with stock investment 
under a separate caption.
Advances to officers and claims: separated from trade accounts 
receivable, but shown as current because collected since balance- 
sheet date. These two items are combined in the balance-sheet 
because their combined amount is so small.
(3) Doubtful accounts $800. No special mention; the reserve for doubt­
ful accounts is more than adequate to provide for them.
(4) Treasury notes pledged—noted on both sides of the balance-sheet.
(5) Call loans— classified as non-current because set apart as a building 
fund.
(6) Investment in A B C company—grouped, at cost, with advances to 
that company; market value mentioned parenthetically.
(7) Cost of land and cost of building set out separately; depreciation 
reserve deducted from building cost.
(8) Machinery—valuation basis (estimated cost) mentioned par­
enthetically.
(9) Debit balances in accounts payable—classified as a current asset.
(10) Capital stock—details as to number of authorized and outstanding 
shares shown.
(11) Provision for federal income tax—set up out of surplus and shown 
as a current liability.
(12) Declared dividends—deducted from surplus and shown as current
liabilities.
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Company A and Subsidiary 
Consolidated balance-sheet working papers 
Date
Assets Company A Company B
Inter-company
eliminations
Consolidated
balance-sheet
Land, buildings and machinery. $700,000 $ 10,000 $ 850,000
Investment in Company B . . . .  
Current assets.............................
100,000
150,000
115,000  
25,000  
10,000
$100,000(A)
160,000
Advances to Company B .......... 25,000
$975,000 $160,000
25.000(B)
$125,000 $1,010,000
ana net worth
Capital stock............................... $500,000 $100,000 $100,000(A) $ 500,000
Current liabilities....................... 50,000 5,000 55,000
Loan from Company A .............
Reserves for depreciation.......... 200,000
25,000 
15,000  
5,000 
25,000(B)
220,000
Surplus: *
Free......................................... 200,000 10,000 210,000
Appropriated......................... 25,000
$975,000 $160,000 $125,000
25,000
$1,010,000
The accounts of company A show buildings and machinery, 
but no information is given concerning the land upon which the 
building is situated. This land may be entirely or partly owned, 
or leased. If  the land is owned, it should, of course, be transferred 
to a land account.
The accounts of the two companies should be kept in such a 
way that separate valuations can be obtained for land, buildings 
and machinery. As the accounts are now shown, it is necessary 
to combine all the property accounts and reserves (as has been 
done in the foregoing working papers and in the following con­
solidated balance-sheet) or to show the available information in 
the unsatisfactory manner of the following schedule:
Available data regarding fixed assets and reserves for depreciation
Land......................................................
Buildings (at cost)..............................
Additions to buildings.......................
Buildings and machinery...................
Totals...............................................
Company Company 
A B
$ 10,000 
115,000 
25,000
$700,000
$700,000 $150,000
Reserve 
for depre­
ciation
$ 15,000 
5,000 
200,000
$220,000
Carrying 
value 
$ 10,000 
100,000
20,000
500,000
S630,000
Since the balance-sheet of company B states that its buildings 
are valued at cost, the question arises as to whether or not the other 
fixed assets in the two balance-sheets are stated at some other value.
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The current assets should be detailed.
In the absence of adequate information, it is assumed that 
company A’s investment in company B was acquired at the date 
of organization of company B; on that assumption, all of com­
pany B’s surplus can be included in the consolidated balance- 
sheet. I f  this assumption is false, and company B had a surplus 
(or deficit) at the date of the acquisition of its stock by company 
A, the consolidated surplus is misstated.
The question of local taxation does not appear to be involved. 
If  financial statements are necessary for such purposes, the state­
ments of company B should be used, and not the consolidated 
statements.
The appropriation of $25,000 of surplus by company A on 
account of advances to company B, is assumed to reflect merely 
an action of the directors in limiting the amount of surplus avail­
able for dividends, and it is presumably the result of their opinion 
that the company is not in a financial position to pay dividends 
to the full amount of the surplus. No reserve is necessary as an 
accounting procedure. From a financial standpoint, it would 
appear that a much greater limitation should be put upon the 
dividends, since company A has only $150,000 of current assets and 
$50,000 of current liabilities. Obviously, it would be financially 
inexpedient to pay dividends to the full amount of the $200,000 
surplus shown as free.
But since the surplus has been appropriated, it must be so 
shown in the consolidated balance-sheet. On a balance-sheet of 
company A alone, “ appropriated for advances to company B” 
has some meaning; on the consolidated balance-sheet (with inter­
company stockholdings and advances eliminated) it is meaning­
less. We are therefore showing the item as “ appropriated in 
limitation of dividends.”
Company A and Its S ubsidiary, Company B 
Consolidated balance-sheet 
Date 
A ssets
Current assets........................................................... $160,000
Land, buildings and machinery............................. $850,000
Less reserves for depreciation...........................  220,000 630,000
$790,000
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Liabilities and net worth
Current liabilities....................................................  $ 55,000
Net worth:
Capital stock—5,000 shares of $100 par value $500,000
Surplus:
Appropriated in limitation of dividends.. $ 25,000
Free..................................................................  210,000 235,000 735,000
$790,000
Auditing, November, 1929.
No. 1.
(a) The following are tentative definitions submitted by the 
special committee on terminology of the American Institute 
of Accountants and published in T he J ournal of Ac­
countancy, January, 1928:
Straight-line method:
“The computation of depreciation in which elapsed time is the only 
factor considered. Cost is distributed over the expected life equally as 
to years, the entry being a charge to operations and a credit to deprecia­
tion reserve. The amounts so written off are not actually segregated and 
invested for the depreciation fund but are left in the general funds of 
the business. This is the plan prescribed by income tax regulations."
Reducing-balance (diminishing-value) method:
“Where such assets as office furniture, composed of many small items, 
are subjected to depreciation it is common, in order to avoid the burden 
of keeping records for each item and to avoid numerous small reserves, 
to increase the percentage rate of depreciation, to deduct from the 
value of the asset the amount of depreciation instead of establishing 
a reserve, and in each year after the first to apply the depreciation rate 
to the cost of the asset diminished by the depreciation previously pro­
vided. This method charges the highest amounts in the earliest years, a 
result opposite to that of the sinking-fund method.’’
Sinking-fund method:
“This method does not differ from the annuity method except that the 
funds are never used for general purposes; they are frequently invested 
in the purchase of bonds that have been issued against the assets on 
which the depreciation reserve is set up.’’
Annuity method:
“In applying this method, it is required to ascertain the amount of an 
annuity for the number of years of expected life of the asset that will, 
at the expiration of that time, at some fixed rate of interest, produce a 
sum equal to the cost or the replacement value of the asset. Then the 
amount of the annuity so ascertained is set aside each year to be in­
vested for account of the depreciation fund.
This has the disadvantage that the money must actually be withdrawn 
from the business and set aside, building up unnecessarily large cash 
reserves when the money might with advantage be used in the business. 
Sometimes the money nominally set aside is actually used for general 
corporate purposes; in that case the amount to be charged to operations 
each year is increased by an amount equal to the interest that would 
have been earned by the fund had the money been invested for its bene­
fit. If this be done the amount set aside each year is the same as the com­
puted diminution of residual value at the end of each year, assuming (1)
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that the actual service rendered in each year is the same and (2) that the 
present value of the future service to be rendered by the asset be com­
puted at the interest rate on which the annuity value was based.
The earlier years then bear the smallest actual charge; this is justified by 
its advocates on the ground that an asset giving, say, 50 years’ service 
is better than one giving 49 years’ service by the present value of a 
year’s service to be rendered 50 years hence; at the end of one year there 
will be an asset that will give 49 years’ service. The charge for the first 
year is the depreciation so ascertained, that is, the value of one year’s 
service to be rendered in 50 years.”
(b) In most cases, the straight-line method of computing depre­
ciation should be recommended, because of its simplicity 
and because it is acceptable to the internal revenue depart­
ment for income tax purposes. The reducing-balance 
method may be recommended whenever many relatively 
small assets of varying life are found, or whenever it is found 
that the assets in the later periods require a considerable 
expenditure for repairs. The sinking-fund method may be 
recommended whenever it is found that a large investment 
is represented in the fixed assets which may be subject to a 
mortgage, and when it is desirable to accumulate a fund to 
retire the bond or mortgage, or to build up a fund to replace 
the assets.
No. 2. The auditor should obtain the invoices for merchandise 
from the X company of the city of New York during the past 
month or two for the purpose of tracing this particular mer­
chandise through the records of the Blank Corporation. If  the 
Blank Corporation is a trading business, the merchandise 
should be accounted for in the sales records and in the accounts 
receivable ledgers subsequent to the dates of purchase.
If the Blank Corporation maintains records in its receiving 
and stores rooms and, as a manufacturing business, has cost 
records which are found to be trustworthy and are a part of 
the general accounting system, the merchandise should be 
traced through these records to the sales journals and accounts- 
receivable ledgers.
Should any difficulty be encountered in following this pro­
cedure, the signed receipts held by the motor truck company 
should be examined and the employees whose signatures ap­
peared thereon should be required to show the disposition of 
the merchandise.
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No. 3. Marketable securities may be (a) classified and (b) veri­
fied as follows:
(a) Marketable securities purchased for temporary investment with surplus 
funds of the company should be shown as current assets. Investments 
made for the purpose of securing a material interest in, or control of, 
other companies should be shown as permanent investments. Securities 
which have a limited market should be shown separately on the balance- 
sheet, and not with the current assets.
(b) I f  the company is the owner o f many securities in various companies, 
it would be well to prepare a list as follows before the securities are 
inspected:
(1) Dates of purchases
(2) Descriptions o f securities
(3) Number of shares of stock or par value of bonds owned
(4) Cost of securities
(5) Market value of securities (if no market quotations are available, 
the book value of the stock should be obtained)
(6) Interest and dividend dates
(7) Interest and dividends received
(8) Securities hypothecated, with whom, and for what purpose
In addition, the balance-sheets of the affiliated companies should be 
obtained.
The securities should be inspected by the auditor as soon as possible, and 
should be under his control until all of them have been examined. Certi­
ficates out for transfer, or those hypothecated should be confirmed by 
direct correspondence with the transfer agent or other holders thereof.
In his examination the auditor should determine (1) that the bond cou­
pons which are due subsequent to the date of the examination, are in­
tact, and (2) that the stock certificates are in the name of the company, 
or that they are endorsed or are accompanied by powers of attorney if 
in the names of individuals.
Purchase invoices should be examined in ascertaining the cost of listed 
stocks.
If securities owned by the company have been hypothecated such fact 
should be set forth in the balance-sheet.
If the total market price of the securities is less than the total book 
value, a reserve should be set up in the balance-sheet, unless the differ­
ence is small.
No. 4. In verifying the valuation of raw material, work-in- 
process, and finished-goods inventories, the principle of cost 
or market, whichever is lower, should be followed. The total 
cost or the total market, whichever is lower, should not be 
used, but the principle should be applied to each item appearing 
in the inventory.
The larger items of raw material should be checked against
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the purchase invoices to secure the cost of these materials. 
The market prices may be obtained from market quotations or 
price lists, or from the latest invoices for similar quantities. 
A careful check of the inventory accounts should show those 
items with little activity and these should be questioned for 
obsolescence or unsalability.
The valuation of the work-in-process and finished goods 
inventories will depend largely upon the reliability of the cost 
records, which should be checked carefully. The cost records 
should not be depended upon unless they form a part of the 
financial accounting system. The larger items in the work-in- 
process inventory should be broken down as to material, labor 
and factory overhead. Materials should be valued at cost or 
market, whichever is the lower; labor should be valued at cost 
unless a radical revision downward of labor rates has been 
recently put into effect, and the overhead charged must be 
reasonable. Overhead charges must not include any selling, 
administrative, or financial expenses, and must be distributed 
on an equitable basis.
The finished-goods inventories should be valued by the same 
method as suggested in valuing the work-in-process inventories, 
if no price list or market quotations are available. The larger 
items of finished goods sold should be checked against sales 
invoices and a test made of the margin of profit on such sales.
Goods out on consignment should also be valued at cost or 
market, whichever is lower, plus any cost incurred to the date 
of the inventory.
No. 5. See answer to No. 2—May, 1929.
No. 6. The extent of work to be done on the accounts of years 
prior to 1928 would depend upon whether or not the accounts 
for prior years had been audited by a reputable accountant or 
not. Either by his own examination, or by reason of con­
fidence in the work of his predecessor, the auditor should be 
assured that:
(a) The inventories as of December 31, 1927, were correctly stated, since 
these inventories will affect the profits for 1928, to which he is to certify.
(b) In the accounting for fixed assets in prior years, a proper differentiation 
has been made between capital and revenue expenditures, proper re­
serves for depreciation have been provided, and fully depreciated or 
discarded assets have been written off. If an appraisal has been made, 
the examination need go back no further than the date of such appraisal.
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(c) Deferred items and accruals set up at the end of 1927 were correctly 
computed.
(d) The surplus account, from the inception of the company, has been kept 
on a proper basis, so that its balance at the beginning of the year can 
be accepted.
No. 7. The (a) liability of the company and (b) auditor’s recom­
mendations are discussed below:
(a) As the note for $15,000 was signed by the president as a person and not 
in his official capacity as president of the E F Corporation, he, as an 
individual person, is liable for the payment of the note.
However, since the question states that “the proceeds of the note were 
used to purchase certain stocks for the corporation,” it would appear that 
the company was liable to the president for the amount of the unpaid 
balance of the note.
(b) The auditor should recommend (1) that the certificates of stock pur­
chased for the corporation be transferred by the president to the corpo­
ration; (2) that the liability of $10,000 be set up on the company’s books;
(3) that a less exclusive control be exercised over the safe-deposit box; 
and (4) that if  the transaction represents a speculation with company 
funds, even though for the benefit of the company, it is a dangerous 
venture, because, while the stockholders may gladly accept profits, they 
will probably criticize the officers if losses result.
No. 8. In addition to the inspection and the checking of the 
securities on hand against the ledger account, the auditor 
should ascertain whether or not all securities which were pur­
chased by the company and not sold are included in the securi­
ties-owned account. In his audit of the other accounts, es­
pecially the cash account, the proceeds from the sale of those 
securities which were on hand at December 31, 1927, and those 
subsequently purchased and sold prior to the date of his  
examination, should be traced through the cash-receipts book 
to the bank statement. Disbursements made for the purchase 
of securities should be traced to the securities-owned account 
and verified.
No. 9. The advantages and disadvantages of no-par-value shares 
as compared with par-value stock may be listed as follows: 
Advantages:
1. The par value as shown on a stock certificate is not a true indication of 
its real value.
2. Par-value stock is more easily sold to the credulous buyer who may be 
convinced of his business sagacity and acumen in purchasing a $100 par- 
value certificate for any price less than that amount.
3. Unless there is fraud in the consideration, a purchaser of no-par-value 
stock is relieved of any discount liability.
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4. No-par-value stock is an aid in securing new or additional capital inas­
much as the stock may be sold at any price without incurring the burden 
of stock discount.
5. In the use of no-par-value stock a company has less incentive to over­
value its assets or to resort to the treasury stock subterfuge.
6. In reorganizations no-par-value stock is readily adaptable to the exigen­
cies which may arise.
Disadvantages:
1. In the past, some difficulty was encountered in the marketing of shares 
bearing no-par-value inscribed on the certificates, but this difficulty has 
since been overcome.
2. Arbitrary bases are often used by some states in determining stock taxes 
and organization, operating and transfer fees of corporations with stock 
of no-par-value.
3. There are great diversities and many vagaries in the no-par stock laws. 
The liberality of the laws of certain states appears to permit the payment 
of dividends out of paid-in capital.
No. 10. While it is true that the partnership had no profit or loss 
for the year after deducting salaries, “M” as an individual 
should report a deductible loss of $1,000 and “L” a gain of 
$1,000 from the partnership.
If  instead of drawing the salaries for the year the partners 
had been credited with $4,500 and $6,500, respectively, and 
had been charged equally with a share of the loss after pro­
viding for the salaries as an expense, the partners’ capital 
accounts would have shown a credit of $49,000 for “ M” and 
$51,000 for “L,” as shown in the following statement:
Particulars “M” “L” Together
Capital investment.....................................................  $50,000 $50,000 $100,000
Salary credits...............................................................  4,500 6,500 11,000
Total..........................................................................  $54,500 $56,500 $111,000
Deduct: Loss for year................................................... 5,500 5,500 11,000
Balance at end of year............................................  $49,000 $51,000 $100,000
The decrease in the investment of “ M” is a deductible loss 
and the increase in the investment of “L” is taxable income. 
I t has been held (8 B. T. A. 914) that partnership profits 
may be distributed in any proportions determined by the 
partnership agreement, and further that salaries agreed upon 
by the partners are a basis for dividing profits.
Accounting, November, 1929. Part I. No. 1
Bed Manufacturing Company,
Fort Wayne, Indiana.
Gentlemen:
We can not certify the statements of your company without 
obtaining the additional information required to adjust the cost 
of goods sold or the inventory at December 31, 1928, or both. 
An error in one or the other, and possibly in both, of these
amounts is indicated, as follows:
Cost of goods sold— based on estimated unit costs:
Model 1120—11,246 units at $17.75............................................  $199,616.50
Model 1220— 1,824 units at $21.50............................................  39,216.00
Total................................................................................................  $238,832.50
Cost of goods sold—per profit-and-loss statement.........................  201,824.00
Difference.................................................................................................  $ 37,008.50
The difference of $37,008.50 would be increased by adding to 
the $238,832.50 the cost of repairs charged for in the amount of 
$9,040. This cost can not be ascertained from the data submitted.
I t is impossible to tell with certainty whether the difference of 
$37,008.50 was caused by an understatement of the cost of sales 
($201,824) or by overstatements in the estimated unit costs used 
in developing the theoretical cost of sales in the amount of 
$238,832.50. We incline to the opinion, however, that the unit 
costs are wrong, for the following reasons:
(1) The unit costs are known to be estimates,
(2) The inventories at the beginning and at the end of the year were prac­
tically the same in total amount. If we assume that the two inventories 
were practically the same in units and were valued at the same esti­
mated costs,
(3) The cost of sales during the year is practically equal to the actual 
expenditures during the year for materials, labor and overhead.
On the assumption that the cost of goods sold is correctly 
stated at $201,824, the cost of the crated finished stock may be 
roughly estimated as follows:
Total sales and repair income............. $327,280
Cost of sales and repairs....................... 201,824
Ratio of cost to sales............................ 61.667%
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Model Sales
Ratio 
of cost 
to sales
Revised Company’s 
Total Number estimated estimated
cost sold unit cost unit cost
1120 $269,904.00 61.667% $166,442.00 11,246 
1220 48,336.00 61.667 29,807.00 1,824
$14.80 $17.75 
16.34 21.50
This computation is based on the assumption that the repairs 
and sales of models 1120 and 1220 are all made at the same rate of 
gross profit. Since this assumption is probably false, the unit 
costs of $14.80 and $16.34 are probably inaccurate, one being 
understated and the other overstated. However, the computa­
tion does indicate the probability that the estimated costs of 
$17.75 and $21.50 are both too high.
The differentials between crated stock and finished but un­
crated stock appear to be too small. These differentials are:
Model
1120.
1220.
Estimated unit costs 
Crated Not crated 
$17.75 $17.35
21.50 21.00
Differential
$.40
.50
Again assuming that the inventories at the beginning and the 
end of the year were the same, the crating cost, $14,271.00, 
shown in the profit-and-loss statement, is applicable to the 13,070 
beds sold. Then, instead of the $.40 and $.50 crating costs, we 
have:
$14,271.00 ÷  13,070 =  $1.09 average crating cost.
Deducting this average crating cost from the unit costs of 
crated beds computed above on the basis of the rate of gross 
profit, we obtain the following revised estimates:
Company’s
estimated
Revised estimated costs cost not
Model Crated Crating Not crated crated
1120.. $14.80 $1.09 $13.71 $17.35
1220.. 16.34 1.09 15.25 21.00
A test also indicates that the company’s estimated costs of the 
component parts of each of the two models are in excess of the 
estimates used in valuing the completed beds. This inconsistency 
is shown below:
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Company’s 
estimated costs
Model Model 
Parts 1120 1220
1 head end...............................................................................  $ 9 .00  $11.50
1 foot end................................................................................  7 .00  8.75
2 side rails at $1.25 each...................................................... 2 .50  2.50
4 casters at $. 13 each........................................................... .52
4 casters at $.18 each........................................................... .72
Total parts before assembling and wrapping........  $19.02 $23.47
Estimated cost of assembled and wrapped beds:
Company’s estimate.........................................................  $17.35 $21.00
Our revised estimate........................................................  13.71 15.25
We have no information as to the cost of wrapping and assem­
bling but, ignoring this item, it would appear that the company’s 
estimated costs of parts should be reduced at least to the follow­
ing basis:
Model 1120 Model 1220
Company’s Revised Company’s Revised
estimate estimate estimate estimate
Totals............................  $19.02 $13.71 $23.47 $15.25
Ratio of revised to
company estimate. 72% 65%
Parts— Reduced to 
72% and 65% of 
company’s  estimate:
1 head end.........
1 foot end...........
2 side rails........ .
4 casters.............
$ 9.00  
7.00  
2.50  
.52
$ 6.48  
5.04  
1.80 
.38
(a)
(c)
$11.50
8.75
2.50
.72
$ 7.48  
5.69  
1.62(b)
.46(d)
T ota ls .___ $19.02 $13.70 $23.47 $15.25
(a) $ .90 each
(b) $ .81 each
(c) $13.68 per gross
(d) $16.56 per gross
I t  is illogical to value the same side rails a t different prices 
($1.80 and $1.62). I f  they were put on a uniform basis by 
valuing them at, say, $1.80 in both cases, reductions of other
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parts of the 1220 bed by the amount of $.18 would be necessary 
to reduce the total cost to $15.25.
The differential allowed for enameling in the company’s esti­
mated costs also appears to be incorrect, as shown below:
Parts
1 head end.................................
1 foot end...................................
2 side rails..................................
....M o d e l 1 1 2 0 ... . ....M o d e l 1 2 2 0 ... .
Enameled 
$ 9.00
7.00
2.50
Not
enameled 
$ 8.75
6.75
2.30
Enameled
$11.50
8.75
2.50
Not
enameled
$11.25
8.50
2.30
T otal.................................. $18.50 $17.80 $22.75 $22.05
Allowance for enameling......... .70 .70
Total Enameled.............. $18.50 $22.75
Again assuming that 
the end of the year were
the inventories at the beginning and 
the same, the enameling cost, $19,605,
shown in the profit-and-loss statement is applicable to the 
13,070 beds sold. Then, instead of a $.70 differential for enamel­
ing per bed, we have
$19,605.00 ÷  13,070 =  $1.50
This is 2.14 times the amount of the differential allowed in the 
company’s estimates. The unit differentials and the revised 
costs of unenameled parts may therefore be re-estimated as 
follows:
Enameling Revised costs Revised costs
...differentials.............Model 1120.................Model 1220 . . .
Company Revised Enameled
Not
enameled Enameled
Not
enameled
Head end. . $.25 $.54 $6.48 $5.94 $7.48 $6.94
Foot end. . . , .25 .54 5.04 4.50 5.69 5.15
Side r a il .. . . .10 .21 .90 .69 .81 .60
While it is recognized that these computations are based on 
assumptions and somewhat arbitrary pro-ratings, they indicate 
material over-valuations in the inventory. The company’s 
estimates and the revised estimates of unit costs are assembled 
and compared below:
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Model 1120 Model 1220
Finished beds—crated...............
Finished beds—not crated. —
Company Revised Company
$21.50
21.00
Revised
$16.34
15.25
. . .  $17.75
17.35
$14.80
13.71
Finished parts:
Head ends............................... 9.00 6.48 11.50 7.48
Foot ends................................. 7.00 5.04 8.75 5.69
Side rails.................................. 1.25 .90 1.25 .81
Parts not enameled:
Head ends................... ............ 8.75 5.94 11.25 6.94
Foot ends................................. 6.75 4.50 8.50 5.15
Side rails.................................. 1.15 .69 1.15 .60
Casters (per gross)...................... 18.75 13.68 26.25 16.56
I t  should be definitely understood that the revised estimated 
costs are in no sense final. An accurate cost-finding system should 
be installed.
The company appears to be more than adequately stocked 
with model 1120, and very excessively stocked with model 1220. 
The average monthly sales requirements of the two models, 
based on the quantities sold during 1928 as shown by the profit- 
and-loss statement, are determined as follows:
Model 1120 Model 1220
Number sold during year.............................................  11,246 1,824
Average number sold per month................................. 937 152
The number of months’ supply of finished stock, including 
that crated and that not crated, reflected by the detailed inven­
tory, was as follows:
Quantities: Model 1120 Model 1220
Crated:
Mahogany..................................... 1,089 477
Walnut..................................................................  1,527 686
Not crated:
Mahogany...................................., .......................  220 86
Walnut........................................... 118 22
T otal............................................. ........................  2,954 1,271
Months’ requirements......................... 3.15 8.36
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Considering, further, the number of beds provided for by the 
enameled finished parts on hand, we find the following:
Model 1120 Model 1220
Beds provided for by finished parts:
Mahogany Walnut Mahogany Walnut
Head ends (1 per bed)................. 2,643 471 1,876 803
Foot ends (1 per bed).................. 2,415 402 1,944 1,112
Side rails (2 per bed).................... 2,409 601 2,068 786
Considering only the complete beds which can be prepared 
from the smallest number of available parts for each model and 
finish, we find that the company, in addition to considerable 
quantities of odd parts, had finished parts sufficient to assemble 
additional beds as follows:
Quantity Months’ supply
Model 1120:
Mahogany.................................................................. 2,409
Walnut........................................................................ 402
T otal....................................................................... 2,811 3 .0
Model 1220:
Mahogany.................................................................. 1,876
Walnut........................................................................ 786
T otal..........................................................  .......... 2,662 17.5
Assembling these items, we find that the company possessed 
finished or nearly finished stock sufficient for future sales re­
quirements as follows:
Model 1120
3.2
3.0
Months’ requirements provided by:
Finished stock..............................................................
Finished parts..............................................................
Model 1220
8.4
17.5
6.2 25.9
I t  is very doubtful whether the carrying of six months’ re­
quirements is necessary, and certainly there is no necessity of 
carrying over two years' requirements. And it should be noted 
that these figures do not include the odd finished parts which 
would remain after assembling beds from the enameled parts, nor 
the unenameled cast-iron and sheet-iron parts.
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The points brought out in the above report suggest very 
forcibly the need for a practicable and accurate system of cost­
finding and inventory* control, from which regular reports on 
costs and on inventory could be prepared for the executive in 
charge. Production should be restricted to the manufacture of 
those parts necessary to complete the beds in process, and sales 
effort should be increased to dispose of those on hand, particu­
larly model 1220.
Yours truly,
A cco u n tin g , N ovem b er, 1929. P art I . N o . 2
The problem states that the Reliable Finishing Co. and the 
Excelsior Print Works are taken into the merger at 100 per cent. 
of their capital stock, surplus and all reserves; the other three 
companies at 80 per cent. The only reserves shown in the balance- 
sheets of the companies are reserves for 1928 income taxes and 
reserves for depreciation, and, as required, under a literal inter­
pretation, these reserves are considered in determining the num­
ber of shares of the new company to be distributed. I t  is a little 
difficult to understand why any of these merging companies 
should receive stock without deduction for a liability such as that 
represented by the reserve for taxes, or why it should receive stock 
without deduction for accrued depreciation of assets. However, 
the instructions in the problem appear to be definite, and there­
fore the reserves are added to the stock and surplus.
In dealing with the inter-company stockholdings the equitable 
procedure appears to be:
(1) To determine the number of shares of the new company to be allowed 
each old company for its net assets other than stock investments.
(2) To determine the stock to be allowed for stock investments on the 
basis of the number of shares determined in (1) and the ratio of 
inter-company holdings.
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In preparing the balance-sheet after the merger it is assumed 
that the reserves for income taxes and for depreciation will be 
carried to the books of the new company, although they are not 
regarded as liabilities or deductions from assets in determining 
the stock allotment. Therefore the balance-sheet of the Carter 
Ladd Corporation will be merely a combined balance-sheet of the 
five merging companies after (the following numbers in paren­
theses refer to adjustments in the working papers) (1) eliminating 
the inter-company stockholdings, which will have disappeared, 
(2) setting up the capital stock of the new corporation to be out­
standing, (3) eliminating the capital stocks of the old companies, 
which will be retired, (4) eliminating the surplus accounts of the 
old companies, since they can not properly be carried to the books 
of the new companies, and (5) setting up a balancing figure of 
goodwill. The problem states that stock is to be issued to the 
nearest whole number of shares and the balance applied to surplus. 
Since a new corporation can not reasonably start with a surplus, 
particularly when it is offset by an arbitrarily established good­
will, it seems proper to reduce the goodwill by this surplus residue, 
which has been done in the working papers.
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Carter Ladd Corporation 
Balance-sheet, January 1, 1929
Assets
Current assets:
Cash $ 240,849.00
Accounts receivable—
Selling agents.....................  $ 198,150.00
Other.................................... 70,281.00 268,431.00
Interest accrued................ 7,453.00
Inventories..............................  1,462,300.00
Fuel and supplies...................  73,436.00 $2,052,469.00
Insurance unexpired................... 23,942.00
Mill store account....................... 17,846.00
Property, plant and other real estate:
Property and plant................ $3,587,481.00
Less: reserve for depreciation, 2,061,928.00 $1,525,553.00
Other real estate....................
Goodwill........................................
99,000.00 1,624,553.00 
1,199,980.00
$4,918,790.00
Liabilities and net worth
Current liabilities:
Accounts payable..............................................  $ 156,363.00
Notes payable....................................................  722,850.00.
Reserve for 1928 income taxes.......................  45,365.00
Accrued wages...................................................  8 ,1 1 2 .0 0  $ 932,690.00
Capital stock:
Authorized—75,000 shares of a par value of
$100 each........................................................ $7,500,000.00
Less: unissued..................................................... 3,513,900.00 3,986,100.00
$4,918,790.00
Accounting, November, 1929. Part I. No. 3
A, B, and C
Journal Entries 
(1)
Cash.............................................................................................. $132,000
Accounts receivable.............................................................  $55,000
Inventory......................................................................    30,000
Fixed assets.........................................................................................  47,000
To record the cash realized from assets.
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(2)
Loss on realization............................................... ....................
Accounts receivable.............................................................
Inventory...............................................................................
Deferred charges..................................................................
Fixed assets...........................................................................
Goodwill.............................................................................
To record loss on realization of assets as follows:
Assets
Balance- 
sheet value
Amount
realized Loss
Accounts receivable. . . .  $ 70,000 $ 55,000 $ 15,000
Inventory.................... 40,000 30,000 10,000
Deferred charges. . . . 500 500
Fixed assets................ 65,000 47,000 18,000
Goodwill...................... 20,500 20,500
T otal....................... . .  $196,000 $132,000 $ 64,000
(3)
Notes payable............................................................................
Accounts payable......................................................................
Cash.........................................................................................
To record the payment of liabilities to creditors.
(4)
Loan from B ...............................................................................
Cash.........................................................................................
To record the payment of the loan from B.
(5)
Capital accounts
A ..........................................................................................
B ..........................................................................................
C ..........................................................................................
Loss on realization...............................................................
To charge the partners with their respective shares
of the loss on realization.
$64,000
$15,000
10,000
500
18,000
20,500
20,000
60,000
80,000
10,000
10,000
32,000
24,000
8,000
64,000
Before any cash distribution is made to the partners, provision 
should be made for the “debit balance on C’s account which was 
of doubtful collectibility.” The amount of this debit balance is 
determined as follows:
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A B C  
Profit and loss ratio 4 /8  3 /8  1/8
Total capitals before
distributing ca sh .. .  $75,000.00 $30,000.00 $ 5,000.00 $110,000.00
Loss on realization. . . .  32,000.00 24,000.00 8,000.00 64,000.00
Capital balances after
Together
loss............................. $43,000.00 $ 6,000.00 $ 3,000.00* $ 46,000.00
Possible loss to A and
B from non-collec­
tion of C’s debit bal­
ance...........................  3,000.00
A’s loss—4 /7  of $3,000 1,714.28
B’s loss—3/7 of $3,000 1,285.72
Remainders..................  $41,285.72 $ 4,714.28 $ 46,000.00
I f  C’s account were definitely known to be uncollectible, a journal 
entry should be made writing off the $3,000 account by charges to 
A  and B in the profit-and-loss ratio prevailing with respect to these 
two partners alone—that is, four-sevenths to A  and three-sevenths to 
B. I f  this journal entry were made, the credit closing C’s account 
would be offset by a debit of $1,714.28 to A  an a debit of $1,285.72 
to B.
But since the account is only of "doubtful collectibility,” there is 
not sufficient justification fo r  actually writing it off. Therefore the 
proper procedure is to pay A  and B su h amounts as will leave them 
with credit balances of $1,714.28 and $1,285.72, respectively, allow­
ing the debit balance of $3,000 to remain in C’s account until more 
definite information is available with respect to its collectibility. I f  it 
should eventually prove to be uncollectible, a journal entry can be 
made writing it off by charges to A  and B, as their accounts will have 
been left with precisely proper balances to absorb their correct shares 
of the loss.
(6)
Capital accounts
A ................................................................................ $41,285.72
B ................................................................................ 4,714.28
Cash........................................................................... $ 46,000.00
To record cash distributed to A and B.
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A, B and C
Statement of partners’ capital accounts for the month ended January 31, 1929
A  B  C Together
Balances at December 31,
1929.................................  $75,000.00 $30,000.00 $ 5,000.00 $110,000.00
Loss on realization............. 32,000.00 24,000.00 8,000.00 64,000.00
Balances before distribu­
tion of cash.....................  $43,000.00 $ 6,000.00 $ 3,000.00* $ 46,000.00
Cash distribution............... 41,285.72 4,714.28 —  46,000.00
Balances at January 31,
1929.................................  $ 1,714.28 $ 1,285.72 $ 3,000.00*
Accounting, November, 1929. Part I. No. 4
(a) The present worth of a given sum of money, due a given 
number of years hence, compounded at a given rate of interest, 
is a sum, smaller than the “given sum,” which, put at compound 
interest at the given rate, will amount to the “given sum” at the 
expiration of the given number of years.
(b) This question may be stated as follows: What is the present 
value of $24,700 due nine years and seven months hence, at 5%?
We face, here, a nice question of the difference between nominal 
and effective rates because of the necessity of computing discount fo r  
seven months. A  rate of 5%  a year with annual compoundings is 
equivalent to a monthly rate of
12 1.0 5 - 1,  or .0040739
with monthly compoundings. To keep strictly to the basis of 5%  per 
annum with annual compoundings, the discount fo r  seven months 
should be computed at the rate of .0040739 compounded monthly.
Since a candidate could not be expected to have access, in the ex­
amination, to the table of logarithms which he would need to extract 
the 12th root of 1.05,
I t  is assumed that the discount for the additional seven months 
is to be computed on the basis of 7/12 of the annual rate of 5%— 
thus introducing an element of variation from the basis of annual 
compoundings at 5%.
On the basis described as the only practicable one open to the 
candidate in the examination, the present value is computed as 
follows:
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At 5%  per annum, the interest rate for 7 months is 7/12 of .05, 
or .0291666%. If  $.6446 is the present value of $1 due nine 
years hence, the present value of $1 due 9 years and 7 months 
hence is $.6446 ÷ 1.0291666, or $.6263. Then the present value 
of $24,700.00 due 9 years and 7 months hence is $24,700.00X 
.6263, or $15,469.61.
Accounting, November, 1929. Part I. N o .
Since the deposits will provide for the annuities, the present
value of the deposits must equal the present value of the annu­
ities, discounted at 4% as of January 1, 1930.
Present value of deposits:
As of January 1, 1930, the six deposits are an annuity due of 
six rents. Representing the annual deposit by D, the present
value of the six rents is:
Present
value
1 rent due immediately..................................................................  1.00000 D
5 rents ordinary annuity—see computation below...................  4 .4 5182D
T otal........................................................................................  5.45182 D
Present value of 1 due 5 periods hence......................8219271
Compound discount—5 periods................................. 1780729
Present value of annuity of 1 =  .1780729÷  .04=4.45182
Present value of annuities:
As of January 1 ,  1930, the three annuities and their
present values are:
First annuity—starting January 1, 1936:
$1,500.00—5 rents deferred 5 periods
Annual rents...................................................... $1,500.00
Multiply by present value of annuity of 1
(see above)....................................................  4.45182
Present value of ordinary annuity of $1,500 $6,677.73 
To defer 5 periods, multiply by present value
of 1 due 5 periods hence....................................8219271
Present value of 5 rents deferred 5 periods. .  $5,488.60
Second annuity—starting January 1, 1941:
$1,000.00—5 rents deferred 10 periods
Annual rents...................................................... $1,000.00
Multiply by present value of annuity of 1 . .  4.45182
Present value of ordinary annuity of
$1,000.00...................................................... $4,451.82
To defer 10 periods, multiply by present
value of 1 due 10 periods hence.................  .6755642
Present value of 5 rents deferred 10 periods $ 3,007.49
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Third annuity—starting January 1, 1946:
$750.00—5 rents deferred 15 periods
Annual rents.....................................................  $ 750.00
Multiply by present value of annuity of 1 ..  4.45182
Present value of ordinary annuity of $750.00 $3,338.87 
To defer 15 periods multiply by present
value of 1 due 15 periods hence.................
(.8219271X .6755642)................................ 5552645
Present value of 5 rents deferred 15 periods. 1,853.95
Present value of all annuities.........................  $10,350.04
Since the present value of the deposits is equal to the present 
value of the annuities,
5.45182D = $10,350 .04
D =  10,350.04÷ 5.45182 
D = 1,898.45
While not required by the problem, the following table may be set 
up as a proof.
Fund table
January 1 Deposit Interest Withdrawal Balance
1930.................... ...............$ 1,898.45 $ $ $ 1,898.45
1931.................... ............... 1,898.45 75.94 3,872.84
1932.................... ............... 1,898.45 154.91 5,926.20
1933.................... ............... 1,898.45 237.05 8,061.70
1934.................... ............... 1,898.45 322.48 10,282.63
1935.................... ............... 1,898.45 411.31 12,592.39
1936.................... 503.70 1,500.00 11,596.09
1937.................... 463.84 1,500.00 10,559.93
1938.................... 422.40 1,500.00 9,482.33
1939.................... 379.29 1,500.00 8,361.62
1940.................... 334.46 1,500.00 7,196.08
1941.................... 287.84 1,000.00 6,483.92
1942.................... 259.36 1,000.00 5,743.28
1943.................... 229.73 1,000.00 4,973.01
1944.................... 198.92 1,000.00 4,171.93
1945.................... 166.88 1,000.00 3,338.81
1946.................... $133.55 $750.00 $2,722.36
1947.................... 108.90 750.00 2,081.26
1948.................... 83.25 750.00 1,414.51
1949.................... 56.58 750.00 721.09
1950.................... 28.84 750.00 .07*
$11,390.70 $4,859.23 $16,250.00
*Red
Commercial Law, November, 1929.
No. 1.
(a) Special damages for breach of contract are those which may 
not be anticipated from an inspection of the contract. They 
are recoverable only if the party breaking the contract knew 
of the special circumstances which might cause such damage.
(b) Liquidated damages are those which have been made certain 
in amount.
(c) Legal tender is that currency which by act of congress is 
made a sufficient means of payment of any debt, and which 
when offered in payment constitutes a tender.
(d) Substantial performance is that degree of bona-fide perform­
ance short of complete performance, which a court will 
deem a compliance with all the important requirements of a 
contract.
No. 2. The deed of trust here given appears to be in the nature of 
an assignment for benefit of creditors, and in such an assign­
ment there is no objection to carrying on the business if all 
creditors of the assignor assent. A trust is created, and the 
creditors become beneficiaries or cestui que trustent. All debts 
contracted in running the business after the creation of the 
trust become obligations of the trust and also personal obliga­
tions of the trustees—in the absence of contractual limitations 
on their personal liability—but the creditors are in no sense 
partners, and cannot be made liable as such. (Where the trust 
has become insolvent, trust funds paid the creditors may be 
followed into their hands by the creditors of the trust, but 
recovery can be had only to the extent of such funds.)
No. 3. The loss may be deducted in the taxpayers’ federal in­
come-tax-return for the year 1929. Article 171 of regulations 
74, which are the regulations interpreting the 1928 act, pro­
vides as follows:
“A loss occasioned by damage to an automobile maintained for pleasure, 
where such damage results from the faulty driving of the taxpayer or other 
person operating the automobile, but is not due to the willful act or willful 
negligence of the taxpayer, is a deductible loss in the computation of net 
income. Where damage to a taxpayer’s automobile results from the faulty 
driving of the operator of an automobile with which the automobile of the 
taxpayer collides, the loss occasioned to the taxpayer by such damage is 
likewise deductible,”
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No. 4. The director must know that there is a sufficient surplus 
to cover the proposed dividends on the common stock, after 
payment of six per cent. on the preferred stock, and after pay­
ment of all back dividends on the preferred stock if it is 
cumulative.
No. 5. A negotiable instrument is a written unconditional 
promise, or order on a designated person, signed by the maker 
or drawer, to pay a certain sum in money on demand or at a 
fixed or determinable future time to order or bearer. The 
promise in a negotiable instrument can only be to pay money; 
whereas the promise in a simple contract can be to do other 
things. The equitable defenses of a party to a negotiable in­
strument are cut off by negotiation into the hands of a holder 
in due course; whereas, equitable defenses on a simple con­
tract, which is only assignable as distinguished from negotiable, 
are not cut off by the assignment.
No. 6. One receiving goods from the owner for the purpose of 
caring for them or transporting them is a bailee of such goods. 
His duty with regard to them and the degree of care he is 
required to exercise depend upon the circumstances of the bail­
ment. Jones was a gratuitous bailee. As such he was not an 
insurer of the goods, nor was he held to any high standard of 
care regarding them. He was, however, bound to exercise as 
reasonably high a degree of care over the bailed goods as he 
might reasonably be expected to exercise over his own, par­
ticularly in view of the fact that he was aware that the goods 
were valuable. He removed his own property from the car, 
but neglected to remove Smith’s parcel. I t  would seem that he 
had failed to exercise the requisite degree of care over Smith’s 
parcel, and that he would be liable for its value when lost. I t  
has been said that a gratuitous bailee is liable only for goods 
lost through his own gross negligence, but it seems preferable 
to express his liability in terms of the degree of care required 
in the circumstances.
No. 7. Section 39 of the negotiable-instruments law makes one 
who has signed a principal’s name without authority liable on 
the note. A holder in due course, therefore, can recover from 
James Thompson, and, by sections 115 and 116, from any 
unqualified endorser. Frederick Thompson is not liable.
232 A N S W E R S
No. 8. The liability of the partnership is fixed by section 5 (h) 
of the United States bankruptcy law, which provides that 
“in the event of one or more but not all of the members of a 
partnership being adjudged bankrupt, the partnership property 
shall not be administered in bankruptcy, unless by consent of 
the partner or partners not adjudged bankrupt, but such 
partner or partners not adjudged bankrupt shall settle the 
partnership business as expeditiously as its nature will perm it 
and account for the interest of the partner or partners adjudged 
bankrupt.
No. 9. Section 202 of the negotiable-instruments law provides: 
“ When the instrument is paid by a party secondarily liable 
thereon, it is not discharged; but the party so paying it is 
remitted to his former rights as regards all prior parties . . . ” 
Interpreting this section with regard to accommodation en­
dorsers, some courts hold that such endorsers have no “prior 
rights” to which they may be remitted, on the theory that 
they were never endorsees or payees, and therefore consider 
the note as discharged, but even these courts allow recovery 
by the endorser on an implied contract of suretyship. Other 
courts consider the “ former rights” clause not applicable to 
accommodation endorsers and allow recovery on the note 
itself.
No. 10. Assuming that A purchased the real estate in question 
for investment and assuming he was not a real-estate dealer, 
his taxable income from the transaction would not exceed 
$5,000 in cash. Article 572 of regulations 74 provides:
“In the following cases no gain or loss is recognized:
“ (a) If property held for productive use in trade or business or for in­
vestment (not including stock in trade or other property held primarily for 
sale, nor stocks, bonds, notes, choses in action, certificates of trust or bene­
ficial interest, or other securities or evidences of indebtedness or interest) 
is exchanged solely for property of a like kind to be held either for productive 
use in trade or business or for investment. . . . Unproductive real estate 
held by one other than a dealer for future use or future realization of the 
increment in value is held for investment and not primarily for sale.” 
Article 573 of regulations 74 provides as follows:
“Exchanges of property for other property and money.—If an exchange 
would fall within the provisions of article 572 but for the fact that the prop­
erty received in exchange consists not only of property permitted by that 
article to be received without the recognition of gain, but also of other
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property or money, the gain, if any, to the recipient shall be recognized, 
but in an amount not in excess of the sum of the money and the fair market 
value of the other property. No loss from such an exchange will be recog­
nized. (See section 122 (e).)
“Example: A in 1928 exchanged real estate which he had purchased in 
1917 for $5,000 for other real estate having a fair market value of $6,000 
, and $2,000 in cash. The gain from the transaction, that is, $3,000, is recog­
nized only to the extent of $2,000, the amount which was received in cash. 
A’s taxable income from the exchange is, therefore, $2,000. See article 597
for the basis for determining gain or loss from a subsequent sale.”
No. 11. Income-tax cases for years subsequent to 1915 in which 
the commissioner of internal revenue has determined a defi­
ciency in taxes may be appealed to the board of tax appeals. 
Such appeals must be taken within sixty days from the date 
of the deficiency letter. If  the sixtieth day falls on Sunday, 
the appeal may be filed on the sixty-first day.
No. 12. The goods should be given to Park. The assignee for the 
benefit of creditors is not a bona-fide purchaser for value; and 
therefore the assignment did not cut off Park’s right to stop­
page in transitu.
No. 13. In general, death of the principal will revoke an agency. 
One exception to this general rule is that death of the principal 
will not revoke an agency which is coupled with an interest of 
the agent in the subject m atter of the agency itself. The facts 
of the present case constitute such an agency coupled with an 
interest, for the agency given is a security for the principal’s 
  indebtedness, and his death will not revoke it.
Accounting, November, 1929. Part II. No. 1
This is a very long, complicated problem, and the candidate might 
find  the time reasonably apportionable to it in the examination insuf­
ficient fo r  the preparation of the working papers required to follow 
through the transactions and also fo r  the preparation of the required 
statements in good form. While candidates should always try to have 
their statements in as good form as possible, we believe that, in a prob­
lem of this kind, the examiners would approve any reasonable ex­
pedient adopted by the candidate to reduce the time involved in prepa­
ration of the formal statements, provided (1) correct accounting 
principles were applied, and (2) the statements submitted were neat 
and understandable.
With this thought in mind, we are submitting a somewhat unusual 
solution. I t  will be noted that the cash-receipts and cash-disburse­
ments books are in unusual form , and the charge-and-discharge 
statements are very much condensed. These condensed statements, 
however, contain cross-references to working papers where the exam­
iner can find  the details which would ordinarily be included in the 
formal statements.
We recommend a solution of this kind only in rare cases when the 
time-pressure is so great that such an expedient seems necessary. 
Otherwise, all formal statements required by the problem should be 
submitted in fu ll  detail and as nearly perfect as possible.
N ote to E xaminers
This solution will be more clearly understood if examined in the 
sequence in which it was prepared.
(1) The condition of the estate on January 1, 1928, was determined by 
entering the assets as of that date in the “ Balances— January 1, 1928” 
column of the working papers.
(2) In the same column (below the assets) we determined the interests of 
the several beneficiaries by multiplying the total assets ($4,282,500) by 
the fractional interests stated in the will.
(3) Since Alma DeBritt McMahon is dead, her interest in the estate is now 
a free fund instead of a trust fund. Since she has willed her interest to 
her five brothers and sisters, we have
Credited her interest to free fund accounts in their names. See ad­
justments (a) in the second and third columns of the working papers. 
Charged her advances to free fund advance accounts in their names 
in equal fifths. See adjustments (b) in the same columns of the 
working papers.
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After making these adjustments we entered in the working papers the 
fractional interests of the beneficiaries. These are required in determin­
ing the proper distributions of advances and income cash.
(4) Our next step was to record the year’s transactions in the cashbooks.
As to transactions affecting principal cash, the contra debits and 
credits to other accounts are indicated in the cashbooks and were 
applied in the working papers, where they can be traced by the cross- 
reference letters.
As to transactions affecting income cash, the contra debits and 
credits are classified in special columns at the right, for reference in 
preparing the charge-and-discharge statement.
It is assumed that a full year’s interest on all securities owned was 
collected.
Entries in the cashbooks and in the working papers for the following 
matters are supported by explanatory notes:
$ 520,887.50—federal income tax on profits from sale of real 
estate.
9,153,112.50—profit on sale of real estate, and distribution 
thereof to beneficiaries.
2,650,000.00—payments to beneficiaries as advances on free 
funds.
345,590.00—distributions of income cash to beneficiaries.
(5) After the transactions were recorded, the cashbooks were closed, and 
the working papers were completed by entering the December 3 1 ,  1928 
balances.
(6) The two charge-and-discharge statements were prepared. Because of 
the pressure of time, we are submitting condensed statements, with 
references to the cashbooks and working papers for the details which 
would ordinarily be shown in the charge-and-discharge statements or in 
schedules supporting these statements.
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E state of James D e B ritt Exhibit A
Charge-and-discharge statement—principal
for the year ended December 31, 1928 
We charge ourselves with:
Assets— January 1 , 1928 (See first column of working papers) $ 4,282,500.00 
Gain on sale of Long Island real estate:
Gross profit—See Note 1.............................$9,674,000.00
Less federal income tax—See Note 2 . . . .  520,887.50 9,153,112.50
Balance, December 31, 1928 (for interests of various bene­
ficiaries on free-fund and trust-fund accounts, see last 
column of working papers)..........................................................$13,435,612.50
Balance as to principal consists of:
(See last column of working papers).
The distributions on free-fund principal accounts (See note 3) 
are not shown as credits in the above statement because the 
trustees should carry the advances as assets of the estate; while 
the advances are proportionate to the free-fund interests, they 
are not proportionate to the total interests of the several bene­
ficiaries. Since income is distributed in the ratio of total interests, 
the beneficiaries should be charged in subsequent years with 
interest on these advances to determine income distributions.
E state of James D eB ritt 
Charge-and-discharge statement—income 
for the year ended December 31, 1928
We charge ourselves with:
Interest..................................................................................................... $293,500
Dividends................................................................................................  28,000
Rents...............................................................................................   102,000
Total charges........................................................................... $423,500
We credit ourselves with:
Office building expenses.......................................................................  $ 20,000
Apartment building expense...............................................................  20,000
General operating expense...................................................................  12,500
Trustees* fees..........................................................................................  25,410
Distributions to beneficiaries (See note 4).......................................  345,590
Total credits............................................................................  $423,500
(For details of income and expense, see special columns of cashbooks.)
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Note 1—Gain on sale of 5,000 acres of Long Island real estate:
Sale price................................................................  $10,000,000.00
Deduct:
V alue of 15,000 acres:
At January 1, 1928...................................  $967,500.00
Property taxes— 1928................................  10,500.00
Total........................................................  $978,000.00
Value of 5,000 acres sold— ⅓  of $978,000.00.  ............. 326,000.00
Profit— before federal income tax..............................................$ 9,674,000.00
Less federal income tax (Note 2)..............................................  520,887.50
Net gain credited to beneficiaries.............................................. $ 9,153,112.50
Note 2—Computation of income-tax liability on sale of land:
Sales price........................................................................................$10,000,000.00
Cost:
Value of 15,000 acres at
March 1 ,  1913..............$17,400,000.00
Value o f  5,000 acres.............................$5,800,000.00
Taxes paid since March
1, 1913:
Previous years......... $88,200.00
Current year............ 10,500.00
Total on 15,000
acres................ $98,700.00
Amount applicable to 5,000 acres. . .  32,900.00 5,832,900.00
Taxable gain................................................................................... $ 4,167,100.00
Tax—computed as a capital net gain, taxable at 12½  per
cent.............................................................................................. $ 520,887.50
Note 3—Distribution of advances:
The advances of $2,650,000 should be made in such amounts 
that the total advances, $3,875,000 ($1,225,000 in prior years and 
$2,650,000 in 1928) will be proportionate to the free-fund advance 
accounts of the several beneficiaries. The distribution of the ad­
vances was determined as follows:
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Free-fund interests 
(See working papers)
Beneficiary
In
total
estate
Fraction 
of total 
free 
funds
M ira................. 2/70 2/25
Susan................. 2/70 2/25
James................ 7/70 7/25
Andrew............ 7/70 7/25
Herbert............ 7/70 7/25
T otal...
Prior
Rights advances (in­
cluding share Advances—in total
advances of Alma’s) 1928
$ 310,000 $ 70,000 $ 240,000
310,000 70,000 240,000
1,085,000 320,000 765,000
1,085,000 395,000 690,000
1,085 000 370,000 715,000
$3,875,000 $1,225,000 $2,650,000
Note 4—Distribution of income cash:
The distribution of income cash is made in amounts computed 
as follows:
Net income, exclusive of interest on advances.................................. $345,590
Interest on free-fund advances—(See working papers for balances
January 1, plus distribution of charges for advances to 
Alma DeB. McMahon):
Beneficiary
James......................
Andrew...................
Herbert...................
Mira........................
Susan.......................
Advances
........................................  $320,000
........................................  395,000
........................................  370,000
.......................................... 70,000
........................................  70,000
Interest
$19,200
23,700
22,200
4,200
4,200 73,500
Total net income $419,090
Less
Fractional interest Share of interest on
Free Trust Total income* advances Cash
10/70 10/70 $ 59,870 $ 59,870
James........................... 7/70 5/70 12/70 71,844 $19,200 52,644
Andrew........................ 7/70 5/70 12/70 71,844 23,700 48,144
Herbert........................ 7/70 5/70 12/70 71,844 22,200 49,644
Mira............................. 2/70 10/70 12/70 71,844 4,200 67,644
Susan............................ 2/70 10/70 12/70 71,844 4,200 67,644
Total. $419,090 $73,500 $345,590
*In ratio of total interests: 10/70,12/70, etc.
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Accounting, November, 1929. Part II. No. 2
In the following solution it is assumed that “Life insurance—
manager, $1,520” represents the premium expense for the year, 
rather than the cash surrender value of the policies or a deferred 
charge resulting from pro-rating the premium paid in 1928 over a 
policy year ending in 1929.
The inventory on hand at the home office may be estimated by 
the gross-profit method, as follows:
F ilbert & Company, I nc.
Statement showing computation of inventory December 31, 1928
Inventory, at January 1, 1928................................................  $218,932
Add:
Purchases................................................................................ $401,004
Freight inward—merchandise............................................  19,544 420,548
Total.................................................................................... $639,480
Less: estimated cost of sales for the year ended December
31, 1928:
Sales................................................................ ........................  $492,515
Less: estimated gross profit—20%....................................  98,503 394,012
Estimated cost of inventory....................................................  $245,468
Adjusting and closing entries—Home office at December 31, 1928
Merchandise inventory, December 31, 1928........................ $245,468
Purchases................................................................................ $245,468
To record the estimated value of the inventory of 
merchandise on hand December 31, 1928.
Wrapping supplies on hand....................................................  572
Wrapping and shipping....................................................... 572
To record inventory of wrapping supplies on hand 
December 31, 1928.
Depreciation on furniture and fixtures.................................  4,342
Reserve for depreciation—
furniture and fixtures......................................................  4,342
To write off depreciation for the year 1928.
Book value....................................... . ..............  $43,420
10% thereof.....................................................  4,342
Profit and loss................................................................
Administrative salaries............................................
Advertising................................................................
$110,631.00
$ 10,000.00 
7,800.00
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Auto expense—salesmen.........................................  $ 450.00
Bad debts...................................................................  2,784.00
Discounts allowed..................................................... 128.00
Freight inward—merchandise................................ 19,544.00
Freight outward and delivery................................ 2,118.00
Insurance, fire—merchandise.................................  3,000.00
Interest........................................................................ 600.00
Life insurance—manager........................................  1,520.00
Depreciation—furniture and fixtures...................  4,342.00
Office salaries and expenses.................................... 8,800.00
Rent............................................................................. 7,200.00
Salespeople—wages..................................................  28,960.00
Store—general expenses..........................................  7,285.00
Taxes—personal property....................................... 3,200.00
Wrapping and shipping........................................... 2,900.00
To transfer expenses for the year to profit 
and loss.
Profit and loss................................................................  $374,468.00
Inventory—January 1, 1928.................................. 218,932.00
Purchases— merchandise......................................... 155,536.00
To transfer inventory, January 1, 1928 and 
balance in purchase—merchandise accounts to 
profit and loss.
Sales.................................................................................. 492,515.00  
Discounts taken............................................................. 7,554.00
Profit and loss........................................................... 500,069.00
To transfer sales and discounts taken to profit 
and loss.
Profit and loss................................................................  14,970.00
Surplus.................................................................  14,970.00
To transfer profit of home office for the year 
1928 to surplus account.
Branch store—current account.................................  8,611.00
Surplus.................................................................. 8,611.00
To record the profit of the branch for the 
year 1928.
Surplus.............................................................................  2,753.12
Federal income tax payable...................................  2,753.12
To set up liability for federal income tax 
for 1928.
Combined profit per books..........  $23,581.00
Add non-deductible item of life
insurance—manager................ 1,520.00
Taxable income............................ $25,101.00
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Less: statutory credit................... $ 3,000.00
Taxable income.............................  $22,101.00
Tax at 12%....................................  $ 2,652.12
Add: income in excess of $25,000 101.00
Tax liability...................................  $ 2,753.12
F ilbert and Company, I nc.
Combined profit-and-loss statements for the year ended December 31, 1928
Home office Branch Combined
Sales.......................................... $492,515 $108,769 $601,284
Deduct cost of goods sold: 
Inventory, January 1 ,  1928 
Purchases—merchandise. .  
Freight inward—merchan­
dise....................................
Total.................................
Less: inventory, December 
31, 1928........................
Cost of goods sold...........
Gross profit..............................
Deduct expenses: 
Administrative salaries.. . .
Advertising..........................
Auto expense—salesmen..
Bad debts.............................
Depreciation —  furniture
and fixtures......................
Freight outward and de­
livery.................................
Insurance, fire—merchan­
dise....................................
Life insurance—manager. .  
Office salaries and expenses
Rent......................................
Salespeople— wages............
Store—general expenses.. .  
Taxes—personal property. 
Wrapping and shipping.. . .  
Branch expenses..................
Total.................................
Profits from operations..........
Discounts earned.....................
Total.................................
$218,932 $ 27,005 $245,937
401,004 83,290 484,294
19,544 19,544
$639,480 $110,295 $749,775
245,468 23,280 268,748
394,012 87,015 481,027
$ 98,503 $ 21,754 $120,257
$ 10,000 $ 10,000
7,800 7,800
450 450
2,784 $ 25 2,809
4,342 350 4,692
2,118 2,118
3,000 3,000
1,520 1,520
8,800 8,800
7,200 7,200
28,960 28,960
7,285 7,285
3,200 3,200
2,900 2,900
12,768 12,768
90,359 13,143 103,502
$ 8,144 $ 8,611 $ 16,755
7,554 7,554
$ 15,698 $ 8,611 $ 24,309
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Other expenses:
Discounts allowed..............  $ 128 $ 128
Interest paid.......................  600 600
Total other expenses.... 728 728
Net profit before provision for
federal income taxes.......... $ 14,970 $ 8,611 $ 23,581
Filbert and Company, Inc.
Combined balance-sheet (working papers) December 31, 1923
Combined
balance-
sheet
Home Elimina­
tionsAssets office Branch
Cash in office..................... ..................... $ 1,685.00 $ 1,986.00 $ 3,671.00
First National bank account................ 48,423.00 48,423.00
Accounts receivable................................ 46,914.00 1,700.00 48,614.00
Notes receivable...................................... 3,575.00 3,575.00
Merchandise inventory.......................... 245,468.00 23,280.00 268,748.00
Wrapping supplies on hand.................. 572.00 572.00
Furniture and fixtures............................ 43,420.00 3,500.00 46,920.00
Branch store—current account............ 30,116.00 $30,116.00
Total Assets..................................... S420.173.00 $30,466.00 $30,116.00 $420,523.00
Liabilities and net worth
Federal income tax payable................... S 2,753.12 $ 2,753.12
Accounts payable.................................... 38,296.00 38,296.00
Notes payable.......................................... 50,000.00 50,000.00
Reserve for depreciation—furniture
and fixtures.......................................... 4,342.00 $ 350.00 4,692.00
Capital stock........................................... 250,000.00 250,000.00
Surplus...................................................... 74,781.88 74,781.88
Home office—current account.............. 30,116.00 $30,116.00
Total liabilities and net worth. . . . $420,173.00 $30,466.00 $30,116.00 $420,523.00
F ilbert and Company, I nc. 
Balance-sheet—December 31, 1928 
Assets
Current assets:
Cash:
In office......................
At branch..................
First National Bank.
$ 1,685 
1,986
48,423 $ 52,094
Receivables:
Customers...................................................  $48,614
Notes............................................................  3,575 52,189
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Merchandise inventory.................................  $268,748 $373,031
Wrapping supplies on hand.............................  572
Furniture and fixtures (less depreciation). . . .  42,228
$415,831
Liabilities and net worth
Current liabilities:
Federal income tax payable............ $ 2,753.12
Accounts payable.............................. 38,296.00
Notes payable.................................... 50,000.00 $ 91,049.12
Net worth:
Capital stock......................................
Surplus—January 1, 1928................ $53,954.00
$250,000.00
Add: profits for the year, 1 9 2 8 ... . 23,581.00
Total................................................ $77,535.00
Less—provision for federal income 
taxes for 1928..................................... 2,753.12 74,781.88 324,781.88
$415,831.00
Accounting, November, 1929. Part II. No. 3
Should the earned and appraisal surplus accounts be retained 
after the refinancing or be merged in the value of the no-par 
common stock? This is a question which should be decided by 
the directors, rather than by the accountant. We believe that, 
in the absence of any stated action by the directors, the ac­
countant should not close out the surplus accounts.
However, the surplus accounts (or one of them) will be affected 
by the $150,000 loss resulting from the sale, for $600,000, of the 
plant which was appraised at $750,000. This $150,000 loss should 
be recorded as follows:
Appraisal surplus—debit for the portion of the $800,000 write-up applicable 
to this plant.
Earned surplus—debit or credit to balance the entry.
Since the appraisal write-up applicable to this plant is un­
known, the entire $150,000 loss is arbitrarily charged to the 
appraisal surplus account.
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Surrender of old pre­
ferred stock- issuance 
of 1 share new pre­
ferred and 1 snare 
new common for each 
share old preferred.
Surrender of old com­
mon and issuance of 
2 shares new common 
for each share old 
common.
Sale of plant and 
retirement of 
serial gold notes.
Issuance of seven 
per cent debentures 
at 95.
Application of pro­
ceeds of financing.
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Accounting, November, 1929. Part II. No. 4
From the incomplete cashbook, endorsements, tax bills, can­
celed cheques, correspondence, purchase and duplicate sales 
invoices and other available data, the auditor should compile a 
list showing the names and addresses of those parties to whom 
payments had been made or from whom cash had been received 
and the amounts of such payments and receipts. To these 
parties, except those to whom operating expenses had been paid, 
a request should be addressed asking them to send direct to the 
auditor a description and information as to the amount of any 
mortgages bought from or sold to Mr. A.
From the information received in reply to these letters, and from 
any other available records, the auditor should construct a 
schedule of the mortgaged properties, including properties 
covered by mortgages on hand.
A search should be made of the county recorder’s records to 
determine the amount and description of any mortgages on 
properties listed. A comparison of the mortgages on hand and 
in the hands of customers, with those ascertained from the search 
of the records in the recorder’s office, should disclose the bogus 
mortgages on hand and issued.
If  authentic information is available to indicate the terms of 
mortgages sold by Mr. A, the period covered by the investiga­
tion could be limited, because, in order to carry on successfully, 
it  would have been necessary for him to redeem old bogus mort­
gages as they matured.
Auditing, May, 1930.
No. 1. Auditor’s working papers are made:
(1) To obtain and collect in usable form such data as are necessary to enable 
the auditor to prepare a report on the engagement.
(2) To enable the senior to review the work of his assistants, and to enable 
the principals of the firm to review the work of both.
Auditor’s working papers are preserved:
(1) To assist the auditor in future engagements, as the papers serve as a 
starting point of subsequent work.
(2) To preserve a record of the work done, and evidence supporting the 
statements and comments in the report.
No. 2.
(a) Should the auditor retire?
The auditor has no cause to retire from the engagement, and he should 
continue it if the client desires him to do so. The status of affairs should 
be reported to the client immediately, with a request that he meet with 
the auditor at the branch for a discussion of the situation. At the meet­
ing, the auditor should bring the following matters to the client’s 
attention:
(1) The cashier’s actions clearly indicate irregularities chargeable to 
him;
(2) The disappearance of the customers’ ledger and certain cashbook 
sheets is a very serious matter to the client, as he now has no record 
of the amounts due him from customers;
(3) It is possible for the auditor to re-construct the records by the fol­
lowing procedure:
Starting with the latest available trial balance of the customers* 
ledger,
Post all entries from the sales book, returned-sales book, journal, 
remaining cashbook sheets and other books of original entry.
If the deposit tickets contain any details (such as customers* 
names or bank numbers indicating cities) by which individual 
items can be identified, the duplicate deposit tickets in the office 
(or the originals which can be obtained from the bank) may be 
used to reconstruct the missing cashbook sheets, from which 
postings can be made to the customers’ ledger.
When the customers’ ledger has been reconstructed to the extent 
possible, confirmation requests should be sent to all customers. 
On receipt of disagreeing replies, special letters should be sent 
requesting detailed statements of the accounts as they appear on 
the customers' own books.
After reconstructing the destroyed records, an audit should be made for 
the whole period during which embezzlement may be suspected.
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(b) What fee, if any, should be charged?
The senior accountant used ordinary care when he locked his working 
papers in his brief case and put the brief case in the safe. A court might 
possibly decide that he should, in the circumstances, have used extraor­
dinary care by taking his working papers from the office at night. We 
think, however, that an equal degree of prudence would have led the 
client to place a watchman on guard in the office to prevent the destruc­
tion of the records, and we do not think that the auditor should be 
charged with negligence when he and the client exercised the same ordi­
nary degree of prudence. We believe that the client should be charged at 
the regular per-diem rates for the work done.
No. 3.
(a) Automobile Dealers.
1. Verification and valuation of new and used car inventories. As soon 
as possible after beginning the engagement, the auditor should make 
an actual inspection of all cars in the salesroom, warehouses, freight 
depots, service stations, etc., listing the make, type and factory 
number of each. Those not personally inspected should be confirmed 
by correspondence. The inventory of cars on hand at the balance- 
sheet date should then be determined by working back from the 
actual count by checking the entries in the car-record book against 
the purchases and sales made subsequent to the balance-sheet date. 
While new cars may generally be valued at cost the auditor must 
take into consideration any factory price reduction on the current 
models made since the date of purchase or about to be made in 
the near future, and any obsolescence on any new cars of prior 
season’s models which may have been carried over into the current 
season. Used cars, including cars used by the agency for demon­
stration purposes, should be valued at the estimated selling price, 
less the cost to put them in a salable condition, and less selling and 
administrative expenses.
3. Instalment notes receivable. Instalment notes receivable represent­
ing time sales being financed by the dealer should be inspected and 
valued, and those out for collection, or discounted, should be con­
firmed by direct correspondence with the holders thereof.
3. Contingent liability on notes sold to finance companies. The audi­
tor should request confirmations of all finance companies with which 
the dealer has been doing business to ascertain the amount of any 
contingent liability which may exist on account of instalment sales 
financed by such companies.
4. Dealer’s contract. The contract with the manufacturer or wholesale 
distributor should be examined to determine if the dealer is adher­
ing to the terms of the contract. The dealer may be required to de­
posit certain amounts for each car, or may be required to dispose of 
a certain number of cars per annum under penalty of losing his de­
posits or forfeiting his contract.
252 A N S W E R S
5. Salesmen’s accounts. Salesmen’s accounts should be reviewed in 
order to report their value. Advances to salesmen are frequent 
sources of loss to automobile dealers, and all accounts of doubtful 
value should be charged off.
6. Sales of gasoline, etc. An examination of the records should be made 
to learn whether the total of the gasoline sales, both charge and cash, 
together with that used by the company, approximates the amount 
of gasoline purchased, less the inventory on hand. Such tests fre­
quently disclose shortages.
(b) Stock Brokers.
Enumeration of special facts.
1. Security position.
a. Securities on hand
1. Collateral
2. Safekeeping
b. Securities in other locations
1. At banks as collateral
2. At banks for safekeeping
3. At correspondent brokers
a. Collateral
b. Safekeeping
4. In transit
5. At transfer agents
2. Loans payable.
3. Customers’ accounts and position.
4. Due to and from brokers.
Manner of verification. At the close of business on the audit date, the 
auditor should arrive at the client’s office with his assistants and should 
take off the security position and customers’ accounts from the records 
after all transactions have been recorded.
Lists of securities should be prepared, divided into the classifications 
shown above, to be used as counting sheets and verification guides. 
Letters requesting confirmations should be prepared and sent:
1. To the banks for loan balances, collateral, and securities held 
in safekeeping.
2. To correspondent brokers for balances and securities held.
3. To transfer agents for securities in transfer.
4. To others for transit items.
5. To brokers for amounts due to or from the brokers.
Copies of customers* margin records should be made, showing thereon 
debit and credit balances and security holdings, both collateral securities 
and safekeeping securities. Similar information should be obtained from 
the ledger accounts.
A copy of “security position” should be obtained for each security, show­
ing the amount of each customer’s holding and the location in total by 
classes of the securities: i.e., on hand, at banks, etc.
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The auditor should take complete charge of the securities subject to 
supervision by the company. The count of securities on hand should be 
made, and a complete control of the securities should be maintained 
until the count is completed.
The auditor can now proceed to balance the position by checking the 
confirmations and count against the security position, and also by check­
ing the margin and ledger records against each other and against the 
security position. To determine equities in the various ledger accounts, 
market values should be applied to all securities which the customer is 
long or short, and these values should be compared with the debit or 
credit money balances.
The accounts can then be classified as secured, partly secured, unse­
cured, etc.
The remainder of the audit should be handled in the same manner as 
other audits.
(c) Farmers.
I. Amount and valuation of inventories. Inventories should include 
quantities on hand of grain, livestock and all farm produce available 
for sale and on hand to be sold. These items may be verified from 
inventory sheets which the farmer should have prepared. They 
should be valued at market prices less the cost of delivery to the 
market and less any other costs necessary to effect the sale thereof. 
Livestock on hand held for farm use, dairying or breeding, should 
also be inventoried at fair market value recognizing such factors as 
age of the animal, productivity, etc. This inventory and that taken 
at the beginning of the period should be checked by the auditor. 
Additions to this class of livestock will be capitalized by being 
included in the inventory.
II. Distribution of labor costs. Labor costs should be analyzed to get 
the proper allocation of cost applicable to:
1. Products raised for sale during the year. This cost should be 
charged as an expense because the products will be included in 
sales or closing inventory at realizable sales values.
2. Cost of handling and caring for breeding, dairy, and work ani­
mals. This labor cost should be segregated for information pur­
poses; the total however should be charged as an expense.
3. Cost of planting and developing orchards, clearing the land or 
preparing the land for planting should be capitalized.
The information and allocations indicated above should be veri­
fied by examination of the payrolls, investigation of duties of the 
employees, and discussions with the owner or manager.
III. Value of produce consumed by livestock and people on the farm.
Proper charges should be made for produce consumed on the farm. 
This should be allocated to the proper expense accounts and credited 
to the inventory. Investigation will no doubt enable the auditor to 
ascertain the amounts of grain, etc., consumed on the farm.
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IV. Valuation of farm property, buildings, equipment, etc. Carelessness 
and a lack of appreciation of the value of keeping adequate records 
on the part of the farmer require the auditor to be especially care­
ful in determining the valuation of farm property, etc. Payrolls and 
other records of expenditures should be carefully examined to learn 
if  all additions to the farm property, either purchased or con­
structed, have been properly capitalized. It is possible for the 
auditor to make a personal inspection of the fixed assets as a part 
of the verification. Depreciation of fixed assets should also be 
computed.
No. 4. The auditor’s report may appear as follows:
Vestry of the Church of X.
Gentlemen:
We have completed our examination of the accounts of the church of “X ” 
for the year ended December 31, 1929.
Our examination included the verification of the assets and liabilities as of 
December 31, 1929, and a test review of the income and expense accounts 
for the year ended that date.
F inancial Condition
The cash in bank was verified by a reconciliation of the bank account and 
a confirmation from the depositary.
The investments in the endowment fund were verified by inspection. A 
list of the securities owned at December 31, 1929, showing the cost and the 
market value at that date, is submitted as schedule 1 of the treasurer’s report;
it will be noted that the market value at December 3 1 , 1929 was $ .................
less than the cost of the securities owned. A reserve for this amount has been 
deducted from the cost of the securities shown in the balance-sheet.
The insurance policies in force were examined and it is our opinion that 
the church properties are adequately protected. The unexpired premiums as 
shown by the records were computed by us and found to be correct.
The land, church building, rectory, parish house and furnishings are car­
ried at the appraised values set forth in the report of the “Z” appraisal 
company made as of December 31, 1929.
In so far as we were able to ascertain, all liabilities, including unpaid 
salaries, at December 31, 1929, were taken up on the books as of that date, 
and we were furnished with a certificate to that effect by the treasurer and 
the chairman of the finance committee.
I ncome and E xpenses
In the course of our examination we found that the plate and special col­
lections were counted by the treasurer and verified by a member of the vestry 
who initialed the entry of the amounts in the collection register. Pew rentals 
were entered in a pew-rental register. The receipts from plate and special 
collections and from pew rentals were checked against the cashbook by us, 
and all receipts recorded in the cashbook were traced to the bank.
From the schedule of securities we ascertained the amount of interest re­
ceivable from the investments in the endowment fund and verified the re-
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ceipt of such interest. We also prepared and mailed statements to pew holders 
for any pew rents in arrears, with a request to confirm the amounts. Sixty- 
five (65%) per cent. of the total was confirmed without exception.
The payments of salaries were verified and the amounts paid were found 
to be in agreement with those set by the board of trustees.
We also verified the payments for operating expenses, missions, benevo­
lences, etc., which were supported by authorized vouchers.
Certificate
We have audited the accounts of the church of “X ” for the year ended 
December 31, 1929, and
We hereby certify that, in our opinion, the accompanying statements of 
the treasurer correctly reflect the financial condition of the church of “X ” 
at December 31, 1929, and the income and expenses for the year ended that 
date.
Yours truly,
No. 5.
(a) The auditor should seek to ascertain the name of the payee 
of the note, and the purpose for which it was issued.
Presumably, the debit to notes payable was offset by a credit to cash, 
although the question does not exclude a credit to some other account, 
by journal entry. All vouchers supporting the entry should be examined. 
If the note was paid by cheque, an inspection of the face of the cheque 
and the endorsements may furnish the desired information as to the 
parties thereto.
If the payment was made in cash, this avenue of approach is closed. 
Information might be obtained by circularization of banks and creditors, 
but since this would require the participation of an officer (as signatory 
to the confirmation request), the auditor would presumably wish to 
postpone this action.
It is possible that a note was issued and entered in the notes payable 
register, but that the journal entry for the issuance of the note was 
omitted. The note register should therefore be inspected to see whether 
or not it contains a record of a note of the stated amount.
There is a bare possibility that an inspection of the interest account 
might disclose some information, but since the payee’s name is the in­
formation most desired, this is improbable.
The accounts payable should be inspected to see whether an unpaid 
item of the stated amount can be traced; it is possible that a note was 
given to some creditor without entry in his account; the debit to notes 
payable at the time of payment of the note would leave the item as an 
unpaid credit in his account.
If, by any of these means, the name of the payee can be determined, 
information as to the nature of the transaction should be sought from 
him.
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(b) The auditor may learn that:
A note was issued by an officer to obtain funds for his personal use, and 
the note was later paid by company funds.
A note was issued to a creditor to apply on account, and the entry for 
the issuance of the note was not made.
An incorrect entry was made at the time of the issuance of the note, 
some account other than notes payable having been credited.
The debit to notes payable, discovered by the auditor, should have been 
made to some other account..
The payment applied on a note of a larger face amount.
The proceeds of the note were deposited in some special account (e.g., 
under an escrow agreement) and the entry for its issuance was omitted 
innocently.
The note was issued in acquisition of property, and no entry was made 
through ignorance of proper bookkeeping.
The payment was made in fulfilment of an obligation as an accommo­
dation endorser.
No. 6. I t  is noted that the question refers only to matters 
relative to the verification of the trial balance of the controlling 
company and does not include questions of the desirability of 
consolidated statements or the classification of balances due 
to or from subsidiaries in an unconsolidated balance-sheet.
The auditor should see that all accounts and notes receivable 
from or payable to subsidiaries are segregated from similar 
items receivable from or payable to other parties.
The balances thus ascertained should be verified by confirma­
tions. The question of in-transit items may be of great im­
portance, and the auditor should see that the trial balance is 
adjusted to give effect to all such items disclosed by a reconci­
liation of the inter-company accounts.
The parent company is carrying the investments at cost. 
Because of subsidiary profits, losses or dividends since acquisi­
tion, cost may no longer be reasonably representative of the 
value of the investments. Since current accounting practice 
sanctions carrying subsidiary investments at cost, the trial 
balance can not be said to be incorrect if the investments are 
carried on that basis of valuation; however, the auditor should 
not accept such a valuation as final, but should obtain informa­
tion as to the present values of the subsidiaries, so that he can 
state such values in the balance-sheet or the comments of his 
report.  
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No. 7. Three methods of showing as an investment the premiums 
paid by a corporation on a policy in its favor on the life of its 
president, with arguments for and against, follow:
(A) Charge investment in life insurance with the total premiums paid.
Pro. The amount payable at the death of the president will exceed the
premiums paid.
Con. I f the policy is canceled before the president’s death (perhaps as 
a result of his resignation or removal), the company will receive 
only the cash surrender value of the policy, which will be less than 
the total premiums paid.
(B) Charge cash surrender value of life insurance policies with the annual 
increase in the cash surrender value, and charge the remainder of the 
premium to expense.
Pro. This sets up as an asset only the amount which the company will 
certainly recover.
Con. The company is not carrying the policies to obtain the cash sur­
render value but to obtain protection equal to the full face of the 
policies. So long as the president remains in the company’s em­
ploy the company is not incurring any loss by carrying the poli­
cies. It may lose the difference between the total premium pay­
ments and the cash surrender value if the policies are canceled, 
but such a loss need not be anticipated, since it will not be incurred 
unless the company takes an action not at present contemplated.
(C) Charge the annual increase in cash surrender value to a cash surrender 
value account, and charge the remainder to a contingent asset account. 
Pro. This method sets up the total asset value, but distinguishes be­
tween the contingent and the positive asset.
Con. Under the rule of providing for all possible losses, conservative 
accounting requires that contingent assets shall not be carried at 
full value in the balance-sheet.
No. 8. In the course of auditing the books of Roe & Co., a 
“ request for confirmation” should be sent to John Doe, asking 
him to indicate his liability, if any, to Roe & Co., for the dis­
counted note endorsed by him, which was still unpaid. The 
manner in which this m atter would be handled in the respective 
balance-sheets would depend upon the answer received from 
John Doe.
If  Doe replied that he was not obligated in the matter, under 
the laws of the state, the amount of the note, being uncollecti­
ble, should be written off, and the net worth reduced corre­
spondingly in the balance-sheet of Roe & Co. On the balance- 
sheet of John Doe, the m atter could be ignored entirely.
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If  Doe replied that he recognized his liability and was willing 
to pay the note, the amount of the note should be shown as an 
asset on the balance-sheet of Roe & Co., and as a liability on 
the balance-sheet of John Doe.
The foregoing answer is based upon the assumption that the 
maker of the note was not financially responsible. If, how­
ever, the maker was financially responsible, the amount of the 
note should be transferred to accounts receivable and its col­
lectibility considered by the auditor in setting up a reserve for 
doubtful accounts. Roe & Co. should press the maker for 
payment of the amount due, for their own protection in case 
Doe refused to waive his discharge under the laws of the state.
No. 9. A schedule should be prepared from the securities ledgers 
just prior to the date of the actual count and inspection of the 
securities, showing:
Dates of purchases.
Description of the securities, including the certificate or bond numbers. 
Number of shares of stock or the par of the bonds owned.
Par value of stock, if  any.
Where the securities are deposited, if  not on hand.
Cost and market price of the securities.
Interest and dividends received.
If the securities are posted as collateral, with whom, and for what purpose.
The securities on hand should be examined by the auditor 
in person (a representative of the trust should be present) and 
checked against the schedule previously prepared—preferably 
a t the close of business on the balance-sheet date. In any 
event, complete control must be maintained until all have been 
verified to prevent substitution. Securities out for transfer, 
delivery, safekeeping or collateral should be verified by direct 
communication with the transfer agents, depositaries, etc. 
The schedule of securities should be checked against the in­
vestment account or accounts in the general ledger to ascertain 
that the balances are in agreement.
In his examination the auditor should determine (1). that 
the bond coupons which are due subsequent to the date of his 
examination are intact, and (2) that the stock certificates are 
in the name of the company, or that they are endorsed or 
accompanied by powers of attorney if in other names.
Purchase confirmations should be checked against the pur­
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chase records. The dates should be especially noted. Brokers’ 
sales slips should be checked against the sales records; and here 
also, the dates should be carefully noted. Tests of the purchases 
and sales prices should be made against official price records, 
and of the extensions and other calculations. The footings and 
cross-footings of the sales and purchases records should be 
verified, and the postings to the investment accounts should be 
checked.
The dividends and interest record should be checked against 
the official list of dividends declared and interest paid to see 
that the total dividends and interest receivable by the com­
pany have been received and recorded.
The securities schedule should be checked with that prepared 
for the previous audit, and securities no longer owned should 
be traced through the cash-receipts book to the bank statement 
to account for their disposal. If  there were few purchases and 
sales during the period, a detailed audit of such transactions 
is to be recommended.
In planning his work, the auditor should arrange for the 
audit of the cash accounts and other negotiable securities 
simultaneously with the audit of the security portfolio.
No. 10. The authority for the following calculations is section 101 
of the revenue act of 1928 from which the following is quoted:
“ (b) Tax in case of capital net loss.—In the case of any taxpayer, other 
than a corporation, who for any taxable year sustains a capital net loss (as 
hereinafter defined in this section), there shall be levied, collected, and paid, 
in lieu of all other taxes imposed by this title, a tax determined as follows: 
a partial tax shall first be computed upon the basis of the ordinary net in­
come at the rates and in the manner as if  this section had not been enacted, 
and the total tax shall be this amount minus 12½ per centum of the capital 
net loss; but in no case shall the tax of a taxpayer who has sustained a capital 
net loss be less than the tax computed without regard to the provisions of 
this section.”
“ (c) Definitions (for the purposes of this title):
(2) 'Capital loss' means a deductible loss resulting from the sale or
exchange of capital assets.
(6) 'Capital net loss’ means the excess of the sum of the capital 
losses plus the capital deductions over the total amount of the 
capital gain.
(7) ‘Ordinary net income* means the net income, computed in ac­
cordance with the provisions of this title, after excluding all 
items of capital gain, capital loss, and capital deduction.
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(8) ‘Capital assets’ means property held by the taxpayer for more 
than two years (whether or not connected with his trade or 
business)........................”
The bonds which “A” purchased in 1910 and sold in 1929 
must be considered as “ capital assets” and the resulting loss, 
therefore, a capital loss. The basis for determining the gain or 
loss from the sale or other disposition of property acquired 
before March 1 ,  1913, shall be (1) the cost of such property, or 
(2) the fair market value of such property as of March 1, 1913, 
whichever is greater. (Section 113 (b) of the revenue act of 
1928.)
Statement Showing Computation of T ax 
Ordinary net income:
Salary.....................................................................................................  $ 45,000
Interest..............................................................................................  5,000
Total ordinary net income............................................ .............  $ 50,000
Capital net loss:
Fair market value of bonds as of March 1 , 1913....................... .   $112,000
Selling price of bonds.......................................................................  90,000
Capital net loss............................................................................  $ 22,000
Computation of tax
$ 4,000.00 at ½  percent................................................................... $ 20
4,000.00 at 2 percent................................................................... 80
42,000.00 at 4 percent...................................................................  1,680
Surtax on $50,000................................................................................  2,980
Total tax....................................................................................... $ 4,760
12½  per cent. of capital net loss ($22,000)............................................. $ 2,750
Balance of tax..................................................................................  $ 2,010
However, it is also necessary to compute the tax “without regard to the 
provisions” of section 101.
Ordinary net income................................................................................. $ 50,000
Less capital net loss................................................................................... 22,000
Net income subject to normal and surtax.....................................  $ 28,000
Computation of Tax
$ 4,000 at ½  per cent............................................................................... $ 20
4,000 at 2 per cent............................................................................... 80
20,000 at 4 per cent............................................................................... 800
Surtax on $28,000...................................................................................... ............ 720
Total tax........................................................................................... $ 1,620
“A” will be required to pay the larger amount, or................................  $ 2,010
A cco u n tin g , M ay, 1930, P art 1, N o. 1
In the working papers on page 181 we are obtaining a trial 
balance as of December 31, 1929, after (a) reversing the entries 
as of June 18, which transferred certain balances to profit and 
loss, and (b) providing for depreciation.
In the manufacturing expense section of the working papers, 
we are combining opening inventories and expenditures to obtain 
total costs. Only the aggregate amount, $95,552, will be shown in 
the cost statement.
Income from rentals is treated as a deduction from manufac­
turing expense. I t  might be treated as miscellaneous income.
If  the brokerage was paid on sales, it should be treated as a 
selling expense instead of a manufacturing expense. We are as­
suming that it was paid on purchases.
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X  Company, I nc. Exhibit C
Statement of cost of goods manufactured and sold
Year ended December 31, 1929
Pounds Per pound Amount
Raw materials:
Inventory, January 1, 1929....................... 306,663 $ .22526 $ 69,080.00
Purchases....................................................... 557,706 .26667 148,722.00
Total................................................ 864,369 $217,802.00
Deduct inventory, December 31, 1929
(Note 1)....................................................  150,155 .26667 40,041.43
Remainder........................................... 714,214 $177,760.57
Deduct waste sales....................................... 214,214 13,250.00
Raw materials used........................... 500,000   .32902 $164,510.57
Labor................................................................... .43302 216,511.00
Manufacturing expense................................... .19110 95,552.00
Total................................................ 500,000 .95314 $476,573.57
Goods in process, January 1, 1929................ 101,752 62,437.00
Total................................................ 601,752 $539,010.57
Deduct goods in process, December 3 1 , 1929
(Note 2)......................................................... 104,287 66,939.45
Cost of goods manufactured........................... 497,465 .94895 $472,071.12
Finished goods, January 1, 1929................... 86,229 1.00825 86,940.00
Total.............. ................................. 583,694 $559,011.12
Deduct finished goods, December 31, 1929
(Note 3)........... . ........................................... 23,343 .94895 22,151.42
Cost of goods sold............................................ 560,351 .96878 $536,859.70
Note 1—The raw material inventory is valued at the per-pound price of
purchases during the year, on the first-in-first-out theory.
Note 2—To compute the value of the goods in process at the end of the year 
it is necessary to multiply the goods in process by unit costs applicable to 
materials, labor and overhead. On the assumption that the goods in process 
are half completed, the value should be determined by multiplying the 
number of pounds in process by the pound cost of materials and by one- 
half of the per-pound cost of labor and overhead required for complete 
manufacture.
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The per-pound cost of material is shown by the cost statement to be 
$.32902. The labor and overhead costs per pound of finished goods are 
computed by dividing the total labor and overhead costs for the year by
the number of pounds to which these costs applied:
Goods in process, January 1 ,  1929—101,752 pounds. The labor
cost required to complete these goods (which were assumed 
to average half completed) was equivalent to the labor cost 
of completely manufacturing one-half of 101,752 pounds, or 50,876 pounds
Pounds requisitioned into production, less waste sales................  500,000 ”
Total.................................................................................  550,876 ”
Goods in process, December 31, 1929— 104,287 pounds. Since
these goods are assumed to be half completed, the work yet 
to be done on them is equivalent to the work required fully 
to manufacture one-half of 104,287 pounds, or......................... 52,143.5 ”
Therefore the labor costs incurred during the year are equiva­
lent to the costs which would have been incurred in fully 
manufacturing................................................................................  498,732.5 ”
The per-pound costs for labor and overhead and the valuation 
of the goods-in-process inventory a t the end of the year are com­
puted as follows:
Labor cost per pound:
$216,511.00 ÷  498,732.5 =  $.43412.
Manufacturing expense per pound:
$95,552.00 ÷  498,732.5 =  $.19159.
Inventory—goods in process, December 31, 1929:
Price
Pounds per pound Total
Material..................................................  104,287 $.32902 $34,312.62
Labor....................................................... 52,143½  .43412 22,636.67
Manufacturing expense....................... 52,143½  .19159 9,990.16
Total cost............................................................................... $66,939.45
Note 3— The finished goods inventory is valued at the per-pound manufac­
turing cost for the year.
“X ” Company, I nc. Exhibit B
Statement of profit and loss for the year ended December 31, 1929
Sales—finished merchandise...................................... $570,639.00
Cost of goods sold (exhibit C)....................  ..........  536,859.70
Gross profits on sales................................................. $ 33,779.30
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Expenses:
Executive salaries....................................................
Bad debts...................................................................
$ 10,800.00
450.00 $ 11,250.00
Profit from operations..................................................  $ 22,529.30
Income from investments............................................  15,338.00
Net profit for the year (before provision for federal
income taxes)............................................................  $ 37,867.30
“ X ” Company, I nc. Exhibit A
Balance-sheet— December 31, 1929
Assets
Current assets:
Cash............................... ...................  $ 86,425.00
Accounts receivable... ................... 17,444.00
Inventories:
Finished goods........ ...................  $ 22,151.42
Goods in process... ...................  66,939.45
Raw material.......... ...................  40,041.43 129,132.30 $233,001.30
Prepaid insurance............ 2,154.00
Investments...................... 378,114.00
Fixed assets:
Property—real estate and plant
(at cost).............................................  $676,170.00
Less—reserve for depreciation. 410,667.00 265,503.00
$878,772.30
Liabilities and net worth
Current liabilities:
Accounts payable............................  $ 4,362.00
Accrued wages and salaries...........  9,128.00 $ 13,490.00
Net worth:
Capital stock:
Preferred.......................................  $400,000.00
Common.......................................  200,000.00 $600,000.00
Surplus:
Balance, January 1, 1929..........  $127,415.00
Net profit for the year— Exhibit
B— (before federal income
taxes)........................................  37,867.30
Reserve for plant improvements 100,000.00 265,282.30 865,282.30
$878,772.30
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Accounting, May, 1930. Part I. No. 2
From the information given in the problem, the following sum­
mary may be prepared:
Payments
Initial......................................
Weekly:
104 weeks at $300 per 
week.............................
416 weeks at $75 per 
week..............................
Installa­
tion and 
license fees 
$ 6,000.00
15,600.00
Insurance
and
interest
$15,600.00
Service
and
inspection
$31,200.00
Total
$ 6,000.00
31,200.00
31,200.00
Total.............................  $21,600.00 $15,600.00 $31,200.00 $68,400.00
Is the 260 weeks’ amortization period intended to apply to the 
$ 21,600 installation and license cost, or to the total cost of 
$ 68,400? We believe that the entire cost should be amortized 
over the 260 weeks’ period because, if the equipment should be­
come obsolete a t the end of that time, past profits should have 
been charged with the dead expense payments to be made subse­
quently. The weekly charges to expense during the first 260 
weeks will therefore be $ 68,400.00 ÷  260, or $ 263.08. The 
weekly entries are indicated by the following schedule:
Lease
pre­
payments
Lease
amorti­
zation
reserve Expense
Dead
rent
reserve Cash
Initial payment................................... $6,000.00 $6,000.00*
First 104 weeks:
Amortization of lease— 1/260 of
$21,600.00................................ $83.08* $ 83.08
Installation and licence............... 150.00 150.00*
Remaining payment..................... 150.00 150.00*
Reserve for payments to be made
after 260 periods..................... 30.00(a) 30.00*
Total weekly charge to
expense.............................  $263.08
Next 156 weeks:
Amortization of lease................... 83.08* $ 83.08
Weekly payment........................... 75.00 75.00*
Reserve for later payments........  105.00(a) 105.00*
Total weekly charge to 
expense.............................
Next 260 weeks...................................
$263.08
75.00 75.00*
*Credits.
(a) To bring total weekly charge to $263.08.
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The totals of these entries are shown below.
Initial payment........
Lease
pre­
payments 
.. $ 6,000.00
Lease
amorti­
zation
reserve Expense
Dead
rent
reserve Cash
$ 6,000.00*
First 104 weeks:
Weekly entry.. . , ($150.00) ($83.08*) ($263.08) ($30.00*) ($300.00*)
Total..................... .  15,600.00 8,640.00* 27,360.00 3,120.00* 31,200.00*
Next 156 weeks:
Weekly entry.. . , ($83.08*) ($263.08) ($105.00*) ($75.00*)
Total.................... 12,960.00* 41,040.00 16,380.00* 11,700.00*
Last 260 weeks:
Weekly entry .. . ,  
Total....................
($75.00)
19,500.00
($75.00*)
19,500.00*
Totals........... ... $21,600.00 $21,600.00* $68,400.00 •• $68,400.00*
*Credits.
Accounting, May, 1930. Part I. No. 3
S elected Securities, I nc.
Statement of income and expense 
for the year ended December 31, 1929
Income:
Profit on securities sold:
Selling price......................................................  $1,507,400.00
Cost..................................................................... 1,369,520.00 $137,880.00
Rights sold.............................................................
Dividends received..............................................
Interest received..................................................
Total income........................................
Expenses:
Legal fees...............................................................
Auditing fees..........................................................
Interest paid..........................................................
4,286.90
28,450.00
9,685.32
$180,302.22
$ 5,000.00
2,600.00 
8,362.00
Total expenses....................................... 15,962.00
Net income before management fees and federal 
income tax..............................................................
Deduct:
Management fees.................................................. $
Federal income tax..............................................
$164,340.22
21,621.54
12,569.55 34,191.09
Net income, $130,149.13
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Computation of management fees and federal income tax:
I t  is assumed (1) that the dividends of $28,450 were received 
from domestic corporations and are, therefore, non-taxable; (2) 
that the interest received ($9,685.32) is not tax exempt; and (3) 
that the basis of valuing the securities inventories for tax purposes 
is cost or market, whichever is the lower.
...............Basis .................
Fee Tax
Net income before fee and tax—as above...............  $164,340.22 $164,340.22
Add profit accrued on securities held:
Market price................................. $1,657,150.00
Cost................................................  1,628,741.20 28,408.80
Deduct dividends..........................................................  28,450.00
Bases, as adjusted......................................................... $192,749.02 $135,890.22
Let T  =  the tax
and let M  =  the management compensation
T =  .11 ($135,890.22 -  M ) (1)
or T  =  $14,947.92 -  .11M  (2)
M  =  .12 ($192,749.02 -  T) (3)
Substituting the value for T  in the equation (3), we have
M  =  .12 [$192,749.02 -  ($14,947.92 -  .11M)] (4)
M  =  .12 ($192,749.02 -  $14,947.92 +  .11M)
M  =  $21,336.13 +  .0132M
.9868M  =  $21,336.13 
M  =  $21,621.54
Solving for T :
T  = $14,947.92 -  .11M
T  =  $14,947.92 -  (.11 X $21,621.54) 
T  =  $14,947.92 -  $2,378.37 
T  =  $12,569.55
Proof
Computation of tax:
Taxable income before management compensation............... $135,890.22
Deduct—management compensation.........................................  21,621.54
Taxable income..............................................................................  $114,268.68
Multiply b y ....................................................................................  11%
Tax...............................................................................................  $ 12,569.55
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Computation of management compensation:
Net profits before tax...................................................................  $192,749.02
Tax.................................................................................................... 12,569.55
Net profits after tax.....................................................................  $180,179.47
Multiply b y .................................................................................... 12%
Management compensation.......... .............................................. $ 21,621.54
S elected S ecurities, I nc.
Balance-sheet— December 31, 1929 
Assets
Cash at bank......................................... , ........................................... $ 30,349.02
Cash on loan at call..........................................................................  100,000.00
Securities (at cost; market value at December 31, 1929, was
$1,657,150)....................................................................................  1,628,741.20
Dividends receivable.........................................................................  1,250.00
$1,760,340.22
Liabilities and net worth
Liabilities:
Accrued management compensation..........  $ 21,621.54
Federal income taxes payable......................  12,569.55 $ 34,191.09
Net worth:
Capital stock (40,000 shares, no par value). $1,600,000.00 
Surplus:
Profit for year.....................  $130,149.13
Less dividends paid............  4,000.00 126,149.13 1,726,149.13
$1,760,340.22
The liquidating value of the company’s stock at December 31, 
1929, is determined as follows:  
Net worth, per balance-sheet............................ $1,726,149.13
Excess of market value over cost of securities
on hand:
Market value..................................................  $1,657,150.00
Cost.................................................................. 1,628,741.20 28,408.80
Liquidating value o f 40,000 shares outstanding
Liquidating value per share.............................................................
$1,754,557.93
$43.864
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Accounting, May, 1930. Part I. No. 4
The cost of chargeable time, the overhead and the ratio of 
overhead to chargeable salaries are shown below:
Overhead
Salaries expenses Total
Partners’ salaries...................................... $36,000.00 . .  $ 36,000.00
Other expenses..........................................  24,000.00 $54,510.27 78,510.27
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Total........................................ $60,000.00 $54,510.27 $114,510.27
Non-chargeable time, 1,800/1,981 of
$60,000.00..............................................  5,482.08 5,482.08
Total, direct and indirect charges........  $54,517.92 $59,992.35 $114,510.27
Ratio of expenses to chargeable salaries 110%
N ame of Firm
Table showing direct, overhead and total costs per hour of partners and 
employees and comparison with minimum billing rates in effect
................................Per hour.................................
Excess of
Over- cost over
Partners:
Total
salary Salary†
head
110%
Total
cost
Billing
rate
billing
rate
1.................... . .  $12,000.00 $6.06 $6.67 $12. 73 $10.00 $2.73
2..................... 12,000.00 6.06 6.67 12.73 10.00 2.73
3..................... 12,000.00 6.06 6.67 12.73 10.00 2.73
Employees:
4.................... 5,400.00 2.73 3.00 5.73 7.50 1.77*
5.................... 4,800.00 2.42 2.66 5.08 6.50 1.42*
6..................... 4,200.00 2.12 2.33 4.45 4.50 .05*
7..................... 3,600.00 1.82 2.00 3.82 3.00 .82
8..................... 3,600.00 1.82 2.00 3.82 3.00 .82
9..................... 2,400.00 1.21 1.33 2.54 3.00 .46*
†Annual salary divided by 1,981 hours.
*Red.
Accounting, May, 1930. Part I. No. 5
The stockholdings on January 2, 1930, consisted of two lots,
as follows:
  First lot 
Shares Cost
Jan. 5, 1926—Purchase..................... 300 $3,000.00
Sep. 1, 1927—Stock dividend—20% 60
Second lot 
Shares Cost
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Feb. 1, 1928—Purchase...................... 100 $6,800.00
Jan. 1, 1929—Stock dividend—25% 90 . .  25
Total.............................................. 450 $3,000.00 125 $6,800.00
The cost of each lot is apportioned between shares and rights 
in the ratio of the market values thereof on January 2, 1930, as 
evidenced by sales on that date:
300 rights at $3 each
125 shares for $10,000, or $80 each.
Apportionment of cost
First lot Second lot
Per Per
Market share or share or
value Amount right Amount right 
- Stock................................  $80.00 $2,891.57 $6.42571 $6,554.22 $52.43376
Rights..............................  3 .00  108.43 .24096 245.78 1.96624
Total....................... $83.00 $3,000.00 $6.66667 $6,800.00 $54.40000
Since the problem does not state whether the sale was made 
from the first or second lot, it is assumed that the shares sold 
can not be identified as belonging to a particular lot. Therefore 
we are required by the regulations to apply the “first-in-first-out” 
theory and to assume that the shares and rights sold belonged to 
the first lot purchased.
(a) The taxable profit on the sale of 125 shares of stock is com­
puted as follows:
Selling price of 125 shares sold.........................................................  $10,000.00
Cost applicable to the shares sold (125 X $6.42571).................. 803.21
Taxable profit on sale of stock....................................................  $ 9,196.79
(b) The taxable profit on the rights sold would be:
Selling price of 300 rights..................................................................  $ 900.00
Cost applicable to rights sold—300 at $.24096............................. 72.29
Taxable profit on sale of rights...................................................  $ 827.71
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(c) The cost of the remaining stock held is computed as follows:
First lot Second lot Third lot
Number Cost Number Cost Number Cost
First two lots—shares...........  450 $2,891.57 125 $6,554.22
Shares sold...............................  125 803.21
Balance.....................................  325 $2,088.36 125 $6,554.22
First two lots—rights............  450 $ 108.43 125 $ 245.78
Rights sold...............................  300 72.29
Balance—applied to cost of
third purchase................... 150 $ 36.14 125 $ 245.78 $ 281.92
Third purchase—shares........  55 2,750.00
Total....................................................................................................... 55 $3,031.92
Summary of remaining stock
Shares Cost
First purchase......................................................  325 $ 2,088.36
Second purchase.. . .  125 6,554.22
Third purchase....................................................  55 3,031.92
Total.......................................................... 505 $11,674.50
Accounting, May, 1930. Part I. No. 6
The individual’s interest in the property is the present value of 
annual royalties to be received by the individual. The amount 
of the annual royalty to be paid the individual, based upon the 
assumption that the coal will be extracted in equal amounts 
annually, is—
Estimated amount of coal contained in coal lands..............  188,160,000 tons
Royalty, per ton...........................................................................  25 cents
Total royalties receivable during 40 years.............................  $47,040,000
Annual royalty.............................................................................. 1,176,000
One-sixth interest in annual royalty........................................ 196,000
The amount of 1 for 40 periods at 6%  is given as 10.285718.
The present value is, therefore, 1 ÷  10.285718 or .097222187.
Compound discount is 1 — .097222187 or .902777813.
The present value of an ordinary annuity o f  1 is .902777813 ÷  .06 or 15.0462969. 
The present value of an ordinary annuity of $196,000 for 40 periods at 6%
is $196,000 X 15.0462969 or $2,949,074.19 which is the value of the indi­
vidual’s inheritance.
The second part of the problem requires the proportion of 
income and return of capital in the royalty received on the six
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million tons of coal mined during the first year. I f  the production 
for the year had been as estimated, i. e., 4,704,000 tons, the royalty 
received would have been divided as follows:
Value of individual’s inheritance....................................................  $2,949,074.19
Royalty received.......................................................  $196,000.00
6% of value of inheritance (income)....................  176,944.45
Return of capital.......................................................  $ 19,055.55
However, the actual annual production in the future can not 
be known, and estimates must be used. As the value of the 
inheritance is set at $2,949,074.19, the value per ton of the coal 
in place is $2,949,074.19 divided by 31,360,000 tons or $.094039 
per ton. The income for the first year based upon the actual 
production of 1,000,000 tons will show—
1,000,000 
Per ton tons
Royalty received........................................................................  $.25 $250,000
Value................................................................................................... 094039 94,039
Income.......................................................................................... $.155961 $155,961
Commercial Law, May, 1930.
No. 1.
(a) The foregoing is a negotiable instrument, because it is a 
written unconditional promise by the bank to pay a sum 
certain in money, on demand, to the order of E. R. Cater.
(b) I t  is called a certificate of deposit.
(c) I t  serves as an acknowledgment by the bank of the receipt 
of a sum of money on deposit, which in this case the bank 
promises to pay to the order of the depositor, whereby the 
relation of debtor and creditor between the bank and the 
depositor is created.
No. 2. The George Tractor Company would succeed in recover­
ing the unpaid purchase price. The sale could be rescinded only 
upon the theory of breach of an implied warranty of fitness. 
In the case of the sale of a specified article under its trade 
name, and in the absence of a reliance on the seller to furnish 
an article fit for a disclosed use, there is no implied warranty 
as to its fitness for any particular purpose for which the buyer 
intends to use it.
No. 3. In the absence of any agreement for division the profits of 
the partnership should be shared equally. The difference in 
contribution of capital may be offset by differences in services 
performed, and courts decline to look into the question of which 
partner may have made the greatest contribution.
No. 4. The income of the decedent should have been returned by 
his executor or administrator on or before March 15, 1930. 
The income of his estate should likewise have been returned by 
his executor or administrator on or before March 15, 1930. 
The full personal exemption of $3,500 would be allowed against 
the 1929 income of the decedent. The full exemption of $1,500 
would be allowed against the income of his estate. The full 
exemption of $1,500 or $3,500 would be allowed against the 
income of his widow, depending upon whether or not she was 
the head of a family at the close of the taxable year.
No. 5. I would insist on having a trust company appointed regis­
trar and another trust company appointed transfer agent, and 
would turn the m atter over to them. No large corporation 
should have the transfer of its stock handled by its secretary.
274
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No. 6. The only distinction which now exists between insolvency 
laws and bankruptcy laws is a m atter of terminology; the term 
“ bankruptcy act” referring to the federal statute, and the term 
“ insolvency statutes” referring to statutes of the several states.
No. 7. The loss falls on the Y Company. The general rule is that 
a person having the title to the property bears the loss. Unless 
a contrary intention appears, where a contract for the sale of 
specific goods requires the seller to deliver such goods at a 
particular place, it is presumed under the uniform sales act 
that the parties do not intend that title should pass until such 
delivery is made. This is true even though the property has 
been paid for by the buyer. In the present case, the Y Com­
pany was required by contract to load the lumber on a freight 
car. This loading would be the delivery, and title did not pass 
until that was done. (In this answer I assume there is no 
particular significance in the word “ bought” contained in the 
question. If  the word “ bought” implies a special contract by 
reason of which title passed the answer would be otherwise.)
No. 8. On the principle stated in the preceding question, title 
passed from the Y Company to the M Company when the Y 
Company had loaded the lumber on the freight car. Therefore, 
as between the Y Company and the M Company, the M Com­
pany must bear the loss. But since the lumber had been con­
signed to the M Company, it was in the possession of the car­
rier, which, if it was a common carrier, would be liable for the 
loss of the lumber by the fire unless the fire was caused by an 
act of God or the public enemy. The fact that a railroad com­
pany does not own or control the siding on which it has placed 
its cars for the reception of freight but has furnished them to a 
shipper on a private switch, does not affect the carrier’s re­
sponsibility if the. essential elements of a delivery otherwise 
are present.
No. 9. Davis can recover from Bates. A holder of a note who 
derives his title thereto through a holder in due course thereof 
and who is not himself a party to any fraud or illegality affect­
ing the note has all the rights of the holder in due course in 
respect of all parties prior to the latter. The protection of the 
holder in due course against diminution of the market for the 
note is the reason for the rule.
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No. 10. The commissioner’s non-acquiescence in the board’s de­
cision implies that he will not follow it in other cases involving 
that point, and that he will probably test the question in the 
courts. Pending such a final determination I should advise my 
client to follow the board’s decision and deduct the commissions 
in his return for 1929.
No. 11. X and Y can not compel Z to withdraw from the firm, 
the partners having agreed to continue the partnership for 
three years.
No. 12. I t was proper to treat this dividend as a part of the trust 
estate. A being a stockholder of record March 1, 1929, was 
entitled to receive on April 1 ,  1929, a dividend on his 100 shares 
of stock of the X  Steel Corporation. This made the X Steel 
Corporation the debtor of A on March 1, 1929, to the amount 
of the dividend, although it was not payable until later. This 
debt constituted a part of A’s estate.
No. 13. The case may be taken to the board of tax appeals for a 
redetermination of the deficiency asserted by the commissioner. 
The decision of the board may be reviewed by a circuit court 
of appeals or the court of appeals of the District of Columbia, 
in accordance with section 1002 of the revenue act of 1926. 
The decision of either of these courts may be reviewed by the 
supreme court of the United States upon certiorari. I f  the 
additional tax has been paid, then the taxpayer may after 
filing a claim for refund sue in a district court of the United 
States or in the court of claims for its recovery. Such suit can 
be instituted six months after the claim is filed or immediately 
after its rejection by the commissioner. A decision of a district 
court may be reviewed by the circuit court of appeals and in 
turn by the supreme court of the United States on certiorari. 
A decision of the court of claims may be reviewed by the 
supreme court of the United States upon certiorari.
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Adjustments and eliminations
Company M’s interests in company N:
Preferred stock—3,800/4,000, or 95%
Common stock—23,520/24,000, or 98%
A—To take up dividends receivable from company N :
Preferred—95% of $5,000.........................................................  $ 4,750
Common—98% of $24,000........................................................ 23,520
Total....................................................................................  $28,270
B—To transfer appraisal write-up from surplus to a reserve.
C—To eliminate inter-company account.
D—To eliminate inter-company dividends.
E—To eliminate 95% of $300,000.00 valuation of company N  preferred stock. 
F—To eliminate 98% of $400,000.00 valuation of company N common stock. 
G—To eliminate deficit, at date of acquisition, applicable to common stock
acquired:
Surplus— Company N
1929
Jan. 1 Balance............................................................................
Mar. 31 Preferred dividend— March quarter.........................
June 30 Preferred dividend—June quarter.............................
Net loss for the half year............................................
$44,000
$ 5,000 
5,000
50,000 60,000
July 1 Deficit.......................................................................... ... $16,000
Percent. of common stock acquired.........................  98%
Deficit applicable to common stock acquired.........  $15,680
Company M and S ubsidiary N  
Consolidated balance-sheet—December 31, 1929
Assets
Current assets:
Cash.................................................................................  $ 65,000
Accounts receivable......................................................  1,100,000
Inventories.....................................................................  630,000 $1,795,000
Prepaid expenses................................................................  25,000
Fixed assets—less reserves for depreciation................  4,300,000
Goodwill............................................................................... 1,388,680
$7,508,680
Liabilities
Current liabilities:
Notes payable................................................................ $ 500,000
Accounts payable.......................................................... 250,000
Dividends payable........................................................  105,730
Accruals................................................................................  66,000 $ 921,730
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Funded debt:
First mortgage bonds................................................... $2,000,000
Serial gold notes............................................................ 400,000 2,400,000
Reserve for increase in valuation of fixed assets—per
appraisal....................................................................  90,000
Minority interest in subsidiary...................................... 23,600
Net worth:
Capital stock:
Preferred—6%, cumulative, 10,000 shares of
$100 each.............................................................. $1,000,000
Common—30,000 shares of no par value............. 2,500,000
Total capital stock..........................................  $3,500,000
Surplus............................................................................  573,350 4,073,350
$7,508,680
There are certain alternative methods fo r  the treatment of the 
$90,000 write-up in the value of the fixed assets:
Two per cent. of the $90,000 shown as a reserve might be in­
cluded in the minority interest; the remaining $88,200 might 
then be included under the net worth caption as capital 
surplus.
Or it may be assumed that, although the appraisal was not re­
corded until December 15, 1929, the increase in value had 
taken place prior to July 1 ,  1929, the date of acquisition. In  
that case, $88,200 of the excess paid by the holding company 
over the book value of the subsidiary stock acquired could be 
regarded as an adjustment of the property value rather than 
as a payment fo r  goodwill. Under this assumption, the good­
will shown in the foregoing balance-sheet should be reduced 
$88,200.
A cco u n tin g , M ay, 1930. P art II . N o. 2
The bond discount was If  the bonds had remained out­
standing the entire 15 years to maturity, the annual charge for
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discount amortization would have been ½% of the face of the 
bonds.
Since bonds were called for redemption,
Income should be charged each year with ½%of the bonds
outstanding during the year.
Surplus should be charged with the unamortized discount 
applicable to the bonds retired, computed as follows:
Bonds retired X ½% X number of years prepaid.
T he H J Corporation 
Schedule of bond discount account 
January 1 ,  1915, to December 3 1 , 1929
Amortization based on
bonds outstanding Amortization based on bonds retired
Bonds
outstanding
Charge to 
income1
Bonds
retired
Years
prepaid
Rate
2
Charge to 
surplus3
Total annual 
write-off4
1915.. . $300,000 $ 1,500 $ 1,500
1916... 300,000 1,500 1,500
1917... 300,000 1,500 1,500
1918... 300,000 1,500 $25,000 11 5.5% $1,375 2,875
1919... 275,000 1,375 25,000   10 5.0% 1,250 2,625
1920... 250,000 1,250 1,250
1921... 250,000 1,250 35,000 8 4.0% 1,400 2,650
1922... 215,000 1,075 20,000 7 3.5% 700 1,775
1923... 195,000 975 975
1924... 195,000 975 975
1925... 195,000 975 40,000 4 2.0% 800 1,775
1926... 155,000 775 10,000 3 1.5% 150 925
1927... 145,000 725 725
1928... 145,000 725 40,000 1 .5% 200 925
1929... 105,000 525 525
$16,625 $5,875 $22,500
1½% of bonds outstanding during year, 
2½% number of years prepaid.
3Bonds retired times "rate.”
4Charge to income plus charge to surplus.
Accounting, May, 1930. Part II. No. 3
A  point that is apt to be overlooked in the solution of this problem 
is the question of dividends on the 7% preferred stock. The problem 
states “that no dividends were paid on common stock;” hence it must 
be inferred that dividends were paid on the preferred stock o f$100,000 
par at the rate of 7%, or $7,000.
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Standard P roducts Company, I nc.
Statement of profit and loss for the year ended December 3 1 ,  1929
Gross sales............................................................... $1,542,768.40
Less— returns and allowances.............................. 15,470.92
Net sales............................................................. $1,527,297.48
Cost of sales:
Inventory, January 1, 1929...........................  $ 95,024.20
Purchases.............................  $1,150,037.40
Less— returns and allow­
ances.................................. 8,742.50 1,141,294.90
Total...............................................................
Inventory, December 31, 1929.....................
$1,236,319.10
110,096.70 1,126,222.40
Gross profit on sa les ............................................ $ 401,075.08
Selling, general and administrative expenses. . 387,547.92
Profit from operations.......................................... $ 13,527.16
Interest on investments....................................... 5,000.00
Total profit and income....................................... $ 18,527.16
Interest paid........................................................... 3,000.00
Net profit for the year......................................... $ 15,527.16
Other charges:
Life insurance.................................................... $ 6,279.50
Federal income tax for the year................... 1,377.99 7,657.49
Surplus net profits for the year (after pro­
viding for federal income taxes).............. $ 7,869.67
On the assumption that the depreciation for the year as indi­
cated by the increase in the reserve-for-depreciation account was 
not based upon appraised values, and that the corporation is the 
beneficiary of the life-insurance policies, the income tax payable 
was computed as follows:
Net profit for the year.................................................................... $ 15,527.16
Less—statutory credit..................................................................  3,000.00
Taxable income................................................................................  $ 12,527.16
11% thereof...................................................................................... $ 1,377.99
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Standard P roducts Company, I nc. 
Balance-sheet—December 31, 1929
Assets
Current assets:
Cash......................................................................... $ 22,383.37
Accounts receivable—trade................................ 262,274.43
Inventories.............................................................  110,096.70 $ 394,754.50
Investments................................................................ 100,000.00
Life insurance policies (cash surrender value).. . .  7,675.70
Land and buildings...................................................  $635,000.00
Less—reserve for depreciation........................... 87,500.00 547,500.00
$1,049,930.20
Liabilities and net worth
Current liabilities:
Vouchers payable (expenses).............................  $ 15,940.50
Income tax payable..................................... ........ 1,377.99
Accounts payable—trade.................................... 201,783.97 $ 219,102.46
Purchase money mortgage (payable June 30,
1934)........................................................................ 100,000.00
Net worth:
Capital stock:
7% preferred............................ $100,000.00
Common...................................  200,000.00 $300,000.00
Surplus:
Balance, January 1 ,  1929. . . .  $229,958.07 
Net profit for the year (after
provision for federal in­
come taxes)......................  7,869.67
Total...............................  $237,827.74
Less—dividends paid on pre­
ferred stock........................  7,000.00 230,827.74
Surplus arising from appraisal. 200,000.00 730,827.74
$1,049,930.20
Accounting, May, 1930. Part II. No. 4 
The accounts payable to creditors should be paid from the cash
realized on the sale of the automobiles and inventory, and the 
amount of the loss should be charged to the partners in the profit-
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and-loss-sharing ratio before any distribution of cash is made to 
the partners. The following schedule shows the loss on the dis­
posal of these assets and the cash available for the first distri­
bution:
Book Amount 
value realized Loss
Inventory..........................................................................  $15,000 $13,500 $1,500
  Automobiles......................................................................  5,000 2,500 2,500
Cash....................................................................................  1,000 1,000
Totals............................................................................  $21,000 $17,000 $4,000
Accounts payable liquidated......................................... 15,000
Cash available for distribution to partners...............  $ 2,000
The distributions are shown in the following statement of 
liquidation. The working papers which follow the statement show 
how the cash distributions were determined.
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Working Papers
Loan Capital
from X X
First distribution:
Balances before cash distribution..........
Lest—cash for distribution, after liqui­
dation of accounts payable...................
Possible loss, in profit-and-loss ra tio .. .  
Capital smaller than possible loss..........
Excess of possible loss over capital. . . .  
Offset of loan from X ................................
Additional possible loss to Y ...................
Total possible loss, and balance to 
which Y is paid.................................
First period:
Balances before cash distribution...........
Less—cash for distribution......................
Possible loss in profit-and-loss ratio.. . .  
Capital smaller than possible loss..........
Excess of possible loss over cap ita l.. . .  
Offset of loan from X ................................
Additional possible loss to Y...................
Total possible loss, and balance to 
which Y is paid................................
Second period:
Balances before cash distribution...........
Less—cash for distribution......................
Possible loss in profit-and-loss r a tio .... 
Capital smaller than possible loss..........
Excess of loss over capital.......................
Offset of loan from X ................................
Total possible loss and balance to 
which Y is paid..................................
Capital
Y Together 
$32,000
2,000
$15,000 $15,000 $30,000 
8,000
$ 7,000 
$5,000* 5,000
$2,000 2,000
$17,000
$29,200
1,200
$14,000 $14,000 $28,000
7,600
  $ 6,400 
$5,000* 5,000
$ 1,400 1,400
$15,400
$27,500
9,500
$ 9,000 $9,000 $18,000
7,350
$ 1,650 
$1,650* 1,650
9,000
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Third period:
Balances before cash distribution..........  $16,800
Less—cash for distribution.....................  8,800
Possible loss in profit-and-loss ratio.. . .  $ 4,000 $ 4,000 $ 8,000
Capital smaller than possible loss..........
*Red.
As both partners have capital accounts in excess of possible 
losses, the cash may be distributed to both partners in such 
amounts as will reduce the balances in their respective capital 
accounts to the possible loss with which each partner might be 
charged.
Accounting, May, 1930. Part II. No. 5
The balance in the general fund may be accounted for as 
follows:
Original contribution.................................................. $20,000
Donation for painting and repairs to buildings........  5,000 $25,000
Less—operating loss for the period, January 1,
1930, to March 31, 1930:
Income:
Bond interest.....................................................  $ 3,000
Mortgage interest..............................................  2,500
Board and maintenance of children...............  11,000 $16,500
Expenses:
Board and maintenance of children................ $18,400
General and administrative expenses.............  2,500 20,900 4,400
Balance at March 31, 1930............... .......................  $20,600
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Auditing, November, 1930.
No. 1. The propriety of including interest as a manufacturing 
cost in the four stated cases, is discussed below:
(a) The amount paid by the manufacturing company in lieu of a fixed rental 
should be charged to manufacturing expense to be applied to production 
during the period. Any inventory of merchandise produced and still on 
hand at the end of the period should include, as part of its cost, the pro 
rata share of such amounts paid in lieu of rent. The fact that the charge 
for occupancy of the leased premises is based upon “a stipulated rate of 
interest upon his investment in the premises plus a royalty upon the 
quantity of products manufactured” does not change the nature of the 
charge from one of rent, which is a manufacturing cost.
(b) Whether or not the interest upon the mortgage on the timber which was 
held for a long period of time by the company should be capitalized is 
largely a question of policy. If this particular tract of timber was the 
only one held by the company, there could be no question of the pro­
priety of charging the interest paid on the mortgage as a part of the cost 
of such timber upon which depletion should be based. Otherwise, the 
company would find itself in the position of having incurred a profit and 
loss deficit before it began its operations—contrary to generally accepted 
accounting principles. If the company held other tracts of timber, the 
same principle could be applied, inasmuch as each tract would, most 
likely, be treated as a separate unit of operation.
(c) On the same principle of accounting as outlined in (b) above, the interest 
paid on money borrowed to raise the first crop of sugar cane, may be 
capitalized by the newly organized company; otherwise, it would find 
itself with a profit-and-Ioss deficit before it had reached the stage of 
selling its product and receiving income thereon.
(d) The interest-bearing draft accepted in settlement for the purchase of 
copra in the Philippines is only a method of payment, and the interest 
is not a part of cost. Interest on such a draft is not unlike interest paid 
on a note given in payment for a purchase from a domestic supplier.
No. 2. The auditor should obtain control of the cash and the 
securities and should keep the total thereof under control until 
accounted for in full. This may be accomplished by distribut­
ing the staff and making the various cash counts and security 
verifications simultaneously, or by placing the securities under 
seal while the cash is being counted. Representatives of the 
bank should be required to be in attendance with all members 
of the accountant’s staff.
Since the cash will consist in part of cheques and other com­
mercial paper to be deposited in other banks, the integrity of 
the cash balance depends upon the validity of these instru-
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ments. Hence, the auditor should determine whether any of 
the paper included in the cash count was later returned because 
of insufficient funds or for any other purposes.
Accounts with other banks (including the Federal Reserve 
Bank), the clearing house, and with state or other governmental 
agencies to protect trust funds, currency circulation, etc., 
should be verified by confirmations and reconciliation of the 
current accounts. I f  a complete detailed audit is required, and 
the number of depositors and bank Ioans is such that the 
cost would be prohibitive, it might be suggested that the pro­
cedure of securing confirmations from the depositors and 
customers to whom loans had been made, be followed.
The collateral loans should be listed and the collateral ex­
amined, noting that such collateral has been endorsed or is 
accompanied by a proper power of attorney.
The securities representing the bank’s own investments 
should be examined and listed or checked against lists fur­
nished to the auditor. These lists, of course, should be checked 
against the balances in the securities accounts.
The cashier’s cheques, letters of credit, certificates of deposit, 
etc., outstanding at the balance-sheet date should be verified by 
checking against the stubs, and/or duplicate records, and by 
tracing their subsequent disposition. Especial attention should 
be directed to any of these items which are marked canceled.
The stub books should be examined to determine whether 
or not any drafts, cheques, etc., have been removed from the 
back of the books and used for possible fraudulent purposes.
Detailed trial balances of the demand deposits, savings 
deposits, loans and commercial paper, and general ledger 
should be prepared.
The other assets and liabilities, and the capital stock, surplus, 
and undivided profits accounts may be verified in the usual 
manner. The minutes of meetings of the board of directors, 
executive or other committees should be read to see that actions 
taken by them were reflected in the accounting records.
Income on securities owned should be checked against the 
securities held to learn if all such income has been entered. 
All postings to the general ledger should be checked. The 
amount of footing of the journals, checking of postings, and 
vouching of disbursements and receipts will depend upon the
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system of internal check, the effectiveness of the bank’s own 
auditing department, the number of transactions, and the 
desire of the client.
No. 3. The auditor, to ascertain that all liabilities of the business 
are accounted for, should proceed somewhat as follows:
(1) Secure confirmations from the banks or other fiscal agents of any amounts 
owing for loans, mortgage or bonded debt, notes discounted, etc.
(2) Request all creditors to whom notes were issued during the year to send 
a list of any notes (giving date, maturity, interest rate, names of makers 
and/or endorsers, and amount) held by them at the balance-sheet date.
(3) Study the minute book of the corporation to learn of any liabilities not 
recorded, and secure confirmations.
(4) If the client objects to the mailing of requests for confirmations to all of 
the trade creditors, the regular monthly statements received by the 
client from such creditors should be compared with the balances shown 
in the auditor’s list of such creditors. Any differences between the bal­
ances shown by the statements and those shown in the auditor’s list 
should be accounted for.
(5) Payments made subsequently to the date of the balance-sheet should be 
analyzed (if a satisfactory voucher system is not in operation) to learn 
whether any such payments were made on invoices applicable to the 
prior period.
(6) The unpaid invoice file should be examined to ascertain whether any 
vouchers applying to the previous period had not been entered.
(7) Accrued liabilities, such as accrued salaries, wages, commissions, taxes, 
legal expense, interest, etc., can readily be verified. The expenses 
applying to the previous month and payable the following one, such as 
telephone, telegraph, light, power, etc., must also be recorded in order 
to charge the period which received the benefit therefrom. The auditor 
should compare the kinds and amounts of the accrued liabilities setup at 
the balance-sheet date, with those shown at the end of the previous period.
(8) A certificate should be obtained from the proper officer or partner stating 
that all liabilities for the period or for any previous period, have been 
recorded in the accounts, and setting forth any contingent libialities of 
the company not entered.
No. 4. In auditing the accounts of a corporation for the first year 
of its existence, the auditor should examine the minute book 
and charter of the company.
From the charter he should learn, among other things, the 
date of incorporation, the purpose of the company, and the 
authorized capital stock by classes. The auditor should exam­
ine the capital stock accounts in the general ledger to learn 
whether such accounts appear in accordance with the authority 
granted by the state in the charter issued to the company.
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He should expect to find in the minute book such information 
as the names and addresses of the subscribers with the amounts 
of the different classes of stock subscribed, method of payment 
of subscriptions (if in property, the kind and value of the same), 
the names of the directors and officers of the company, author­
ity to purchase plants, equipment, other corporations or 
businesses, commitments for future deliveries of goods, declara­
tions of dividends, payments of bonuses, settlements of litiga­
tion, reserve appropriations, setting forth of appraisals, etc.
If authority is delegated to an executive and/or finance 
and/or any other managerial committee, the auditor should 
examine the minutes of the meetings of such committees. The 
purpose of the examination of these records is to learn whether 
the actions of the directors, etc., have been expressed in the 
accounting records, and to ascertain the authority for transac­
tions of unusual nature or of major proportions.
No. 5. The qualifications in the certificate appended to the con­
solidated balance-sheet of the Blank Corporation and its 
subsidiaries are:
(1) The books of certain foreign subsidiary companies were not audited by 
the certifying auditor who used, in the consolidated balance-sheet, such 
amounts of assets and liabilities as were shown in the reports furnished 
by other auditors.
(2) The assets and liabilities of the South American subsidiary companies 
were not included as such in the consolidated balance-sheet. The invest­
ments in such companies were shown as investments. No reason appears 
to explain why an exception was made in not consolidating the assets 
and liabilities of these particular companies.
(3) Depreciation was not provided for during the year under review, resulting 
in an overstatement of the surplus account as shown in the balance-sheet.
(4) Some qualification was possibly intended by the use of the word 
“examined” instead of “audited;” however, the two words are often 
used interchangeably.
No. 6. I t  would be permissible to show the net amount of $25,000 
in the balance-sheet. There is enough Cash in the other banks 
to make good the overdraft on the Second National. In the 
comments, details should be shown as follows:
Cash in banks:
  First National Bank.............................................................. $20,000
Fifth National Bank.............................................................  10,000
Total..................................   $30,000
Less—Overdraft Second National Bank...........................  5,000 $25,000
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If  the company was not a going business, or if the amount of 
the overdraft was in excess of the free balances in the other 
banks, the overdraft should be shown as a current liability, and 
the debit balances in the other banks should appear as assets. 
I t  should be noted, however, that some authorities make no 
exception to the treatment of overdrafts as current liabilities.
No. 7. I f  the corporation is liquidated during 1930, and the net 
assets are turned over to John Doe, the sole stockholder, for 
his capital stock in the company, Mr. Doe will receive taxable 
income represented by the excess of the “actual” value of the 
assets a t the time received over the cost of his stock. The courts 
have held that “upon the dissolution of a corporation and the 
transfer of its assets to the sole stockholder who continues the 
business, the sole stockholder is subject to both normal tax 
and surtax upon the difference between the cost (or other 
basis) of the stock and the amount received in liquidation.”
The amount of the net assets which John Doe will receive from
the corporation (considered as the “actual” value at the time of
the liquidation) is..................................................................................  $70,000
The amount paid in cash by him for the entire outstanding stock
of the company was.............................................................................. 10,000
The taxable income resulting from the transaction would be the
difference, or...........................................................................................  $60,000
The tax on this income under the provisions of the capital net gain
section would be, 12½%  of $60,000 or...............................................  $ 7,500
In addition, Mr. Doe would be subject to tax on the salary 
paid to him by the corporation during the year 1930, upon the 
profits of the business operated as a sole proprietorship during 
the remainder of the same year, and upon any other income 
received by him during that same year. The amount of such 
tax can not be computed because all the necessary facts are 
not given in the problem.
The business, operated as a corporation, will be required to 
pay during the year 1930:
State property tax of ½% of $70,000 (the book value of
the capital stock)................................................................... $350
Income tax to federal government:
Taxable income.....................................................................  $2,500
Statutory credit..................................................................... 3,000
Remainder, subject to tax..............................................  ..........0
Total for the year........................................................ $350
AUDITING—NOVEMBER, 1930
The salary of $10,000, paid to John Doe, is a deductible ex­
pense to the corporation, and therefore not taxable to it. While 
Mr. Doe is required to report it in his tax return as salary, he 
would, however, be required to report the entire income of the 
business (if operated as a sole proprietorship) before his salary 
and/or drawings were deducted, or $12,500. In other words, 
Mr. Doe’s income from the business would be reported at 
$2,500 more than is now reported, resulting in an increase in 
the amount of tax payable, not only because of the increase in 
the amount of income received, but because the additional in­
come would be subject to tax at higher rates. Mr. John Doe 
should be easily persuaded to continue to operate the business 
as a corporation, if the above points showing the savings in 
taxes were presented to him.
No. 8.
The question states that expense must not be increased nor 
the speed of the service affected by changes. This, therefore, 
precludes the thought of having checkers at the two entrances 
to the dining room to check and stamp the customers' bills. 
The following procedure could be adopted:
(1) Cause all bills to be prenumbered.
(2) Have the customer write out his own order on the bill before handing it 
to the waitress.
(3) Have the waitresses present the bills to the kitchen to obtain the food.
Food consumed by employees should be entered on bills also, whether 
paid for or not.
(4) Account for all numbers either in paid bills or unused bills at the end of 
the day.
The method outlined would prevent, to a large extent, errors, 
intentional or otherwise, on the part of the waitresses when 
preparing the bills, and should account for all food served in 
sales, and as meals to employees.
No. 9. Ten important points to be covered in a partnership 
agreement are:
(1) The names of the partners.
(2) The name of the partnership.
(3) The date at which the partnership agreement is to take effect.
(4) The nature of the business to be conducted by the partnership.
(5) The location of the place of business.
295
A N S W E R S
(6) The amount to be invested by each partner, covering in detail the pen­
alty for failure to meet the agreed upon contribution, and the adjust­
ment for any overcontribution of the stipulated amount, such as interest 
thereon. If interest is chargeable upon drawings, or allowed on capital 
accounts, it should be stated, giving the rates, and the dates at which 
it is to be entered.
(7) The nature and division of the work and authority of the respective 
partners.
(8) The “profit and loss” sharing ratio of the respective partners, and the 
dates at which profits are to be determined.
(9) The amount of drawings or salaries to the partners, and a clear statement 
to the effect that the drawings or salaries are, or are not, to be deducted 
from the profits before such profits are distributed to the partners.
(10) The expiration date of the agreement, if any. Provision should also be 
made as to the method to be followed in liquidating the partnership at 
its termination and the method of determining the value of the goodwill, 
if  any, if  the partnership is terminated by the death of a partner.
No. 10. The auditor is put on notice that the inventory valued 
at $60,000 by the company should receive a more thorough 
verification than testing as to prices and clerical accuracy. 
Whether the discrepancy between the inventory used by him 
and that used for income tax purposes results from changes in 
prices and/or quantities should be learned, if possible. In­
quiry should be made to ascertain whether a detailed inventory 
supporting the $50,000 valuation had been prepared; if such 
was the case, the auditor should obtain it for purposes of 
comparison with the detailed inventory of $60,000 furnished 
him.
A check of the recapitulation of both inventories should then 
be made to locate the section or sections in which the changes 
occurred; having determined the sections, the auditor should 
proceed with his analysis of the separate items. I f  the differ­
ences are changes in prices, these changes must be verified; 
if the differences are changes in quantities, the responsible 
person should be questioned and required to explain to the 
auditor’s entire satisfaction. As a further precaution, the 
auditor should examine the records subsequent to the date of 
the balance-sheet, tracing a sufficient number of items to 
satisfy himself that the adjusted amounts are correct.
I f  no inventory supporting the value of $50,000 is on hand, 
the auditor should make rather extensive tests of the quantities 
stated in the detailed inventory. If, because of the nature of
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the business and the character of the Inventory, such tests are 
impracticable, orunsatisfactory, his certificate must be qualified 
accordingly. If  he is satisfied that the correct amount of the 
inventory should be $60,000, and that an inventory valuation of 
$50,000 was used in the income tax return, he should point out 
to the client, (1) that the books show the results of operations 
based upon an inventory of $60,000, (2) that an examining 
officer would readily see that the return filed was false, (3) 
that the company and officers signing the return would be 
subject to the penalties prescribed by law, and (4) that an 
amended return should be filed immediately.
A cco u n tin g , N ovem b er, 1930, P art I . N o . 1
(a) Journal entries recording the purchase of the investments at 
April 1, June 30, and September 1, 1929.
April 1—Smith bought 5,000 shares of Brown: 
Smith T heatre Company books:
Investment in Brown Pictures, Incorporated..........  $70,000
Cash..............................................................................  $70,000
Purchase of 5,000 shares of no-par value stock for 
cash.
June 30—Brown acquired 95%  (950 shares) of Green:
B rown P ictures, I ncorporated books:
Investment in Green Amusement Company............  15,000
Smith Theatre Company.......................................... 15,000
Acquired 950 shares of stock of G. A. Co. by as­
sumption of that company’s liability to S. T. Co. 
on company note endorsed by 95% of stockholders.
Smith T heatre Company books :
Brown Pictures, Incorporated...................................... 15,000
Notes receivable.........................................................  15,000
B. P., Inc. assumes on open account the note
liability of G. A. Co.
Green  Amusement Company books:
Notes payable..................................................................  15,000
Capital surplus........................................................... 15,000
Our note liability to S. T. Co. assumed by B. P.,
Inc.
Sept. 1—Smith bought remaining 5,000 shares of Brown:
Before the journal entries can be prepared, the total considera­
tion must be computed.
(a) 100 shares of treasury stock:
Recorded at market value, Sept. 1, more truly 
to reflect the cost of the Brown stock acquired:
Cost (to be credited to treasury stock)...........$3,500.00
Premium (to be credited to capital surplus).. 1,000.00 $4,500.00
(b) Cash payment equal to the increase in the rental 
under an amendment to the lease of the Star 
Theatre:
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Oct. 1, 1929 Oct. 1 , 1939
to to
Sep. 3 0 , 1939 Dec. 1 ,  1947
120 months 98 months
Annual rental:
As amended..........................  $72,000.00 $70,000.00
Old lease...............................  60,000.00 60,000.00
Increase per annum........... $12,000.00 $10,000.00
Increase per month............  $ 1,000.00 $ 833.33
Present value of annuity of 1:
Ordinary— 120 rents..........  90.075
98 rents deferred 120 pe­
riods....................................... 42.500083
Present value of additional
rents....................................... $90,075.00 $35,416.59 125,491.59
(c) Credit to Brown Pictures, Incorporated, for canceled in­
terest on lease deposit:
Interest on $60,000 for 8 months at 6%
per annum...................................................... 2,400.00
Total price of stock................................  $132,391.59
In addition, Smith Theatre Company apparently paid Brown Pictures, 
Incorporated, the $60,000 advanced by the latter named company as a 
lease deposit:
Smith T heatre Company books:
Investment in Brown Pictures, In­
corporated.................................................
Lease deposit...........................................
Treasury stock....................................
Capital surplus...................................
Cash......................................................
Brown Pictures, Incorporated.........
Purchase of remaining 5,000 shares 
of no-par value stock. (See above for 
explanation of price.)
132,391.59
60,000.00
3,500.00
1,000.00
185,491.59 
2,400.00
B rown P ictures, I ncorporated books:
Cash............................................................ 60,000.00
Lease deposit........................................  60,000.00
Settlement of lease deposit in cash.
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Smith Theatre Company....................... $2,400.00
Accrued interest receivable .........  $2,400.00
S. T. Co. assumes liability for 
accrued interest on lease deposit.
(b) Capital surplus arising from the consolidation.
P urchase of A pril 1:  
5,000 shares (50%) of stock of Brown Pictures, Incorporated:
Book value—April 1:
Capital stock.......................................................................  $120,000.00
Surplus:
Profits—3 months ended March 31..........................  120,000.00
Total...................................................................................... $240,000.00
50% thereof......................................................................... $120,000.00
Cost of stock............................................................................. 70,000.00
Capital surplus.........................................................................  $ 50,000.00
This capital surplus should probably be applied in the con­
solidated balance-sheet to reduce the book value of the leaseholds.
P urchase of J une 30:
950 shares (95%) of stock of Green Amusement Company:
Book value—June 30:
Capital stock.......................................................................  $35,000.00
Deficit:
Loss—3 months ended March 31..............................  5,000.00*
3 months ended June 30..................................  9,000.00*
Capital surplus arising from cancelation of note
payable.................................................................................. 15,000.00
Total......................................................................................  $36,000.00
95% thereof.........................................................................  $34,200.00
Cost of stock.............................................................................. 15,000.00
Capital surplus......................................................................  $19,200.00
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P urchase or September 1:
5,000 shares (50%) of stock of Brown Pictures, Incorporated:
Book value—September 1:
Capital stock..............................................  $120,000.00
Surplus:
From own operations:
3 months ended March 3 k .......... $120,000.00
3 months ended June 30................ 130,000.00
2 months ended Sept. 1—two-
thirds of $135,000.00......................  90,000.00
Share of loss of Green Amusement 
Company since acquisition—95% of
2 /3  of $ 12,000.00*.................................  7,600.00* 332,400.00
Total...................................................................................... $452,400.00
50% thereof................................................
Cost of stock................................................
$226,200.00
132,391.59
Capital surplus...............................................
*Red.
$ 93,808.41
This capital surplus should probably also be applied, to the 
extent necessary, to eliminate the unamortized balance of the 
Brown leasehold account from the consolidated balance-sheet.
Accounting, November, 1930. Part I. No. 2
G lenview  Golf Club 
Adjusting journal entries—December 31, 1929
(1)
Notes receivable—members......................................................  $26,125
Uncollected taxes—notes receivable..............  ...................  $ 2,375
Entrance fees.............................................................................. 23,750
To record the balance due from members for entrance 
fees and taxes represented by notes on hand.
Entrance fees—60 members...................................  $60,000
Amount collected...................................................... 36,250
Balance due on entrance fees................................ $23,750
Taxes— 10% thereof................................................ $ 2,375
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(2)
Entrance fees underwritten.........................................................  $10,000
Accounts payable—underwriters........................................... 8,000
Accounts payable—underwriters—contingent...................  2,000
To set up liability to underwriting members for amount 
of collection on underwritten memberships disposed of; also 
to set up contingent liability payable to underwriters if  and 
when notes of underwritten members are collected.
(3)
Accounts receivable—underwriters............................................  10,000
Accounts receivable—members..............................................  10,000
To separate underwriting pledges from regular ac­
counts receivable.
(4)
Delinquent dues.............................................................................  1,000
Reserve for doubtful accounts...............................................  1,000
To provide a reserve against delinquent receivables.
(5)
Taxes on dues and entrance fees................................................ 100
Uncollected taxes—accounts receivable............................... 100
To remove from the first-named account the uncol­
lected taxes billed to delinquent members.
(6)
Caddy and locker house...............................................................  10,000
Organization expenses...................................................................  3,000
Buildings..................................................................................... 13,000
To segregate cost of caddy and locker house, and to set 
up as a deferred charge the cost of the architects’ discarded 
plans for a club house.
(7)
Depreciation of equipment..........................................................  850
Reserve for depreciation of equipment................................  850
Depreciation based on life of 5 years from June 30,
1929. 10% of $8,500.
(8)
Organization expense..................................................................... 1,100
Commissions—soliciting membership................................... 1,100
To defer the commissions.
(9)
Golf course construction...............................................................  14,655
Labor............................................................................................  $10,116
Golf course supplies and expense........................................... 4,539
To charge golf course with expenditures applicable 
thereto prior to June 3 0 , 1929, date of opening.
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(10)
Organization expense..................................................................... $ 6,806
General expense......................................................................... $ 916
Interest paid............................................................................... 2,890
Rent.............................................................................................. 3,000
To defer expenses and interest paid to June 30, 1929, 
and rent applicable to half year ended that date.
( 1 1 )
Dues..................................................................................................  5,950
Delinquent dues.........................................................................  100
Organization expense................................................................  5,850
To credit organization expense (as an offset against pre­
opening expenses) with dues applicable to the period prior to 
June 30, 1929 ($5,950) less dues for the quarter ended on 
that date not collected from the two members who are now 
delinquent nine months.
January 1, 1930
(12)
Accounts receivable—members................................................... 9,350
Dues for quarter ending March 31, 1930............................  8,500
Uncollected taxes—accounts receivable...............................  850
To record billing of dues and taxes payable January 1,
1930; 170 members; dues, $50 each; taxes, $5.00 each.
(13)
Delinquent dues—quarter ending March 31, 1930................  500
Reserve for doubtful accounts...............................................  500
Reserve applicable to January 1, 1930, billings to 10 
members already delinquent.
(14)
Deferred rent................................................................................... 6,000
Rent payable..............................................................................  6.000
Liability for 1930 rent now due.
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Glenview  Golf Club 
Statement of assets and liabilities
January 1, 1930
Assets
Current assets:
Cash in bank........................................ $ 7,225
Accounts receivable—members........ $10,510
Deduct: tax charges included.. . .  $ 950
Reserve for losses........... 1,500 2,450 8,060
Notes receivable—members.............. $26,125
Deduct: tax charges included.. . . 2,375 23,750 $ 39,035
Members' pledges underwriting sale of addi­
tional memberships.............................................. 10,000
Fixed assets:
Golf course.............................................................  $144,655
Buildings:
Club house—under construction................. $41,500
Caddy and locker house—completed.........  10,000 51,500
Equipment.............................................................  $ 8,500
Less depreciation.............................................  850
Deferred expense—rent payable in advance.. . .  
Organization expense................................................
7,650 203,805
6,000
5,056
$263,896
Liabilities and net worth
Current liabilities:
Notes payable—bank...........................................................  $ 10,000
Accounts payable..................................................................  2,341
Rent payable.......................................................................... 6,000
Members—for collections on underwritten member­
ships sold............................................................................  8,000
Taxes collected from members........................................... 390 $ 26,731
Liability to underwriting members—payable upon col­
lection of notes receivable from new members............. 2,000
Membership capital:
Memberships subscribed for— 170....................................  $170,000
Future entrance fees underwritten.................................... 70,000
Dues for the quarter ending March 3 1 ,  1930 (from 160
members in good standing, only)................................  8,000
T otal.................................................................  $248,000
Less loss from operations—six months ended December
3 1 , 1930...............................................................................  12,835 235,165
$263,896
306 A N S W E R S
N otes—The remaining payments under the cost-plus contract for the 
completion of the club house are guaranteed not to exceed $10,000.00. No 
depreciation has been provided on the buildings.
Accounting, November, 1930. Part I. No. 3
Explanation of adjustments
(a) Adjustment applicable to machinery sold:
Cost........................................................................................................ $4,280
Amount received—already credited to property account...........  1,720
Balance—now credited to property................................................ $2,560
Portion chargeable to reserve..........................................................  1,284
Loss not provided for........................................................................  $1,276
(b) Consignments improperly recorded as sales.
(c) To correct overstatement of prepaid insurance.
(d) To correct overprovision of depreciation.
(e) Accrual of finishing labor.
(f) To close manufacturing cost accounts against factory-overhead-applied 
account. (Apparently the “overhead” applied is intended to include
labor.)
Labor—weaving.............................................................................. $ 55,740
Labor— finishing.............................................................................  20,429
Supplies used.................................................................................... 4,210
Repairs to machinery....................................................................  3,407
Power and light............................................................................... 10,249
Fuel.................................................................................................... 5,200
Insurance..........................................................................................  1,741
Taxes.............................................................   4,194
Depreciation....................................................................................  9,374
T otal.................................................................................. $114,544
(g) Adjustment for overapplication of overhead:
The factory overhead applied, which apparently included a provision 
for labor and manufacturing expenses, was $47,364.00 ($161,908.00 less 
$114,544.00) in excess of that actually expended. Inasmuch as the overhead 
charged in the accounts was incorrectly stated, it will be necessary to adjust 
the inventories of goods in process and finished goods as at December 3 1 ,  1929, 
and the cost of goods sold for the year.
Because such information as the relative component parts of costs (material, 
labor and manufacturing expenses) which make up the opening and closing 
inventories of work in process and the stages of completion of these inventories 
is not given, a simple approximation somewhat as follows, may be used to 
distribute the overapplied factory overhead.
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...............On the basis o f ................
Overhead Actual
applied Percentage overhead Difference
Work in process............. ($161,908.00) ($114,544.00)
Finished goods trans­
ferred...........................  $477,164.00 82.064% $438,295.45 $38,868.55
Inventory—December
3 1 ,  1929....................... 104,293.00 17.936 95,797.55 8,495.45
Total.......................  $581,457,00 100.000% $534,093.00 $47,364.00
A similar approximation may be made to adjust the finished-goods account 
which had been charged with $477,164.00 for the goods transferred to it from 
the work-in-process account— an overcharge of $38,868.55.
On the theory of “first in—first out,” it may be assumed that the inventory 
of finished goods of $103,951.00 on hand at January 1, 1929, was sold before 
any of the finished goods transferred from work in process during the year. 
On this basis, the book value (before adjustment) of the goods transferred and 
sold during the current year would be $378,067.00,(cost of goods sold,$482,018.00 
less opening inventory $103,951.00). In the following approximation, the 
inventory value of the goods on consignment is set out from the cost of 
goods sold, in  order that the amount used in adjustment (h) may be determined. 
Whether these goods were shipped from the inventory of January 1, 1929, 
or from the currently finished goods is not known. It is assumed in this solu­
tion that they were finished “currently.”
...........On the basis o f...........
Overhead Actual
Finished goods applied Percentage overhead Difference
Cost of goods transferred
and sold during the 
year:
Consigned.......................  $ 8,404.00 1.761% $ 7,719.43 $ 684.57
Sales................................   369,663.00 77.471 339,551.20 30,111.80
Total...........................  $378,067.00 79.232%  $347,270.63 $30,796.37
Inventory— December 31,
1929...............................  99,097.00 20.768 91,024.82 8,072.18
Amount transferred to
finished goods................  $477,164.00 100.000% $438,295.45 $38,868.55
The $47,364.00 of overapplied overhead is apportioned as follows:
In reduction of:
Goods in process— December 31, 1929.................................  $ 8,495.45
Cost of goods sold (including goods consigned).................  30,796.37
Finished goods inventory—December 31, 1929 (not in­
cluding goods consigned)....................................................  8,072.18
Total...................................................................................  $47,364.00
(h) Transfer of $7,719.43 (adjusted cost of goods on consignment) from cost 
of goods sold to finished goods inventory.
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Deduct—cost of sales.....................................................
Gross profit on sales......................................................
Deduct—expenses:
Commissions—selling...............................................
Salaries— executive...................................................
Salaries—office...........................................................
Office and general expense......................................
T he S. P. Mills
Statement of profit-and-loss for the year ended December 31, 1929
Sales..................................................................................  $628,530.00
Less—discounts and allowances.................................  2,788.00
$625,742.00 
443,502.20 
$182,239.80
$ 24,298.00 
8,783.00 
6,104.00
1,684.00 40,869.00
Net profit from operations..........................................  $141,370.80
Deduct—interest paid...................................................  7,132.00
Net profit for the year (before provision for federal
income taxes).............................................................  $134,238.80
Accounting, November, 1930. Part I. No. 4
The following answer is written on the assumption that the 
several companies may wish to have a tentative plan for a con­
solidation submitted before incurring the expense of obtaining 
audits and appraisals. I t  is assumed that the information ob­
tained in reply to the following memorandum will be used in 
formulating such a tentative plan and that, if this plan is ac­
ceptable in principle, audits and appraisals will follow and the 
final plan will be based on the tentative plan, with only such 
changes as may be necessitated by differences between the 
figures submitted by the companies and those submitted by the 
auditors and appraisers.
M emorandum to the Officers of the --------- Companies
R egarding the P roposed M erger
In order to prepare a plan of merger, it will be necessary that 
certain information pertaining to the financial condition and 
operations of all of the companies interested in the proposed 
merger be made available to the accountants, Blank and Com­
pany o f ---------. This plan will outline the basis for a merger
agreement to be consummated upon satisfactory verification by 
the auditors and appraisers of the facts and figures presented 
therein.
310 ANSWERS
Information desired
(1) A detailed statement of assets and liabilities as of December 31, 1925, 
1926, 1927, 1928, 1929, and 1930.
(2) A statement of profit and loss, and surplus, by years, for the last five 
years ended on the same dates as the balance-sheets. The profit-and- 
loss statements should give as much detail as possible, particularly as 
to general, selling, administrative, and other expenses. The cost of 
manufacturing should be divided into material used, labor, and manu­
facturing overhead.
(3) Indicate the expenses incurred by your company each year for general, 
selling, and administrative expenses, which, in your opinion, could be 
performed by the central office under the proposed plan.
(4) A statement of salaries paid each year to the officers and stockholders, 
and the number of shares held by each person receiving a salary.
(5) Amounts owed by or payable to officers, stockholders or principal em­
ployees of the company.
(6) Names of officers and directors, and number o f shares of stock owned 
by each.
(7) A statement of the number of shares and the par value of each class of 
stock outstanding at the present time, with information as to the 
preference of any one class over another.
(8) A statement of any authorized bond issue, giving the par value of the 
bonds outstanding, the maturity thereof, the interest rate, the secur­
ity thereof, and any other pertinent information such as callability, 
conversion privileges, etc.
(9) A statement of the various classes of fixed assets (land, buildings, ma­
chinery, etc.) showing the book values, fair market values, deprecia­
tion rates applied to each class of property, and the annual amounts 
of depreciation charged.
(10) Description of any property leased by the company, and the date of 
expiration of the lease.
(11) List any contingent liabilities, such as law suits, etc.
(12) State the approximate extent to which production in your plant could 
be increased without material increase in your plant facilities.
As little work can be done in preparing the plan until all of the 
replies have been received, it is requested that the information 
be sent as promptly as possible.
Yours truly,
Accounting, November, 1930. Part I. No. 5
The question states that the vendor is expected to live “about
twelve years,” and is to receive equal annual payments during 
his lifetime, whether that be more or less than his expectancy of 
life. However, to determine the cost of the real estate for de­
preciation purposes it is necessary to know how many payments
would be made if the vendor’s death should occur at the exact 
end of his life expectancy. “About twelve years” is a little vague, 
particularly in view of the fact that the annual payments are due 
in advance. This uncertainty, however, is not material to the 
point involved in the question; and we shall therefore assume 
that twelve annual payments of $1,000.00 each are expected.
On a 6%  basis, the present value of, and the discount appli­
cable to, each of these twelve payments, are shown below:
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Beginning 
of year
Annual
payments
Present
value Discount
1 ........................... ........... $ 1,000.00 $1,000.00 $
2 ........................... ........... 1,000.00 943.40 56.60
3 ........................... ........... 1,000.00 890.00 110.00
4 ........................... ........... 1,000.00 839.62 160.38
5 ........................... ........... 1,000.00 792.09 207.91
6 ........................... ........... 1,000.00 747.26 252.74
7 ........................... ........... 1,000.00 704.96 295.04
8 ........................... ........... 1,000.00 665.06 334.94
9 ........................... ........... 1,000.00 627.41 372.59
10........................... ........... 1,000.00 591.90 408.10
11........................... ........... 1,000.00 558.40 441.60
12........................... ........... 1,000.00 526.79 473.21
T otal................ ........... $12,000.00 $8,886.89 $3,113.11
The total of $8,886.89 is the amount accepted by the govern­
ment as the basis of depreciation.
The first paragraph of the problem states a procedure which is 
illogical from an actuarial standpoint.
I f  the total of the present values, $8,886.89, is accepted by the 
government as the cost of the real estate for depreciation pur­
poses, it follows that, after paying the first $1,000.00 at the be­
ginning of the first year, a liability of $7,886.89 exists during the 
first year. At the beginning of the second year, when another 
$1,000.00 is paid, the payment should be  apportioned between 
interest and the principal of the debt as follows:
Payment............................................................. .......................................  $1,000.00
Interest for one year on liability of $7,886.89 at 6 % ...........................  473.21
Balance to be applied on principal......................................................... $ 526.79
Since the indebtedness is reduced annually, the interest decreases 
annually; therefore the deductible annual interest charges should 
be $473.21, $441.60, and so on down to $56.60 for the 12th year, 
instead of $56.60, $110, and so on up to $473.21 for the 12th year.
Commercial Law, November, 1930.
No. 1. A fire-insurance policy is held to be a personal contract 
with the assured, insuring whatever interest he may have in 
the premises. Such a policy does not “ run with the property 
insured,” and sale of the property will not operate as an 
assignment.
No. 2. The stationery house can collect from Dunham. In the 
absence of actual authority, an agent without possession of 
goods sold has no power to receive payment. A buyer paying a 
salesman in such circumstances does so at his own risk.
No. 3. Inadequacy of consideration is not a defense to a note 
given in payment for services, regardless of their true value, 
unless the note was procured by fraud. Courts will not look 
into the sufficiency of the consideration for which a note was 
given where that consideration is of indeterminate value.
No. 4. Dividends may be paid only from surplus. This is usually 
defined as the excess of assets over all liabilities, including 
capital stock as a liability. In such case a previous deficit 
must thus be made up from current profits before a fund is 
created from which dividends may be lawfully declared.
No. 5. In the absence of specific agreement, partnership losses 
are apportioned as between the partners in the same propor­
tion that profits are shared. Insolvency of any partner or 
removal without the jurisdiction does not change this rule; 
the entire loss is borne by the remaining partners in the same 
ratio as between them that they shared the profits. Brown and 
Danforth share the loss in the ratio of one-fourth to five- 
twelfths, or $9,000 and $15,000, respectively, and can recoup 
from each other to effect this result. As regards third party 
creditors, each is liable for the whole loss.
No. 6. A promise must be supported by consideration to be en­
forceable against the promisor. Services rendered in the past 
under a previous contract at agreed rates are not consideration 
for a subsequent promise, although the services were fairly 
worth more than the sum agreed to be paid. Curtis can not 
force Black to pay the additional $5,000.
No. 7. The general rule is that any material change of a con­
tract, binding on the principal, made without the consent of
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the surety thereon discharges the surety. The interest rate is a 
material provision of the contract, and where the suretyship is 
voluntary, the change discharges the surety even if non-preju- 
dicial. The change, however, must be in the contract itself and 
not merely an independent agreement collateral thereto. While 
an actual alteration of the note would discharge the endorser, 
it has been held that an agreement binding on maker and payee 
to reduce the rate of interest is not an alteration of the con­
tract, but a collateral agreement which will not discharge 
the endorser.
No. 8. An offer sent by wire impliedly authorizes an acceptance 
by the same means. Such an acceptance, if made within the 
required time and before revocation, is effective from the 
moment it is given the telegraph company for transmission, 
and, other essentials being present, a contract results. An offer 
is not revoked until a revocation has been received by the 
offeree. Brauer’s prompt acceptance of the offer, sent prior 
to his receipt of the revocation, completes the formation of a 
contract if other requirements are present.
I t is essential to a contract that the nature and extent of the 
obligations assumed by each of the parties be certain, although 
it is not necessary that they be set forth in the written offer 
and acceptance if they are understood at the time by the 
parties. In the present case, if Brauer knows to what audit 
Shaw refers, its general nature and extent, whether from 
previous dealings or a knowledge of Shaw’s business, then the 
minds of the parties have met and a contract results. I f  Brauer 
knows nothing of the audit referred to beyond what is con­
tained in the telegram, then the incidents of the offer and ac­
ceptance are too uncertain to result in a contract.
No. 9. Hughes can recover his salary from June 1st to 14th. A 
contract providing for a forfeiture of wages for leaving without 
notice is interpreted to mean a voluntary leaving only, and the 
forfeiture will not be enforced against an employee who is 
arrested and imprisoned.
No. 10. An agreement not to engage in the public practice of a 
profession or trade, entered into in consideration of the sale of 
such business, is valid only if it constitutes a reasonable pro­
tection of the business sold. An agreement not to engage in the
public practice of accounting, unlimited as to space, extends 
further than a reasonable protection for the business sold re­
quires, and such agreement is invalid as being in restraint of 
trade.
No. 11. A contract for services, made prior to incorporation, in 
the name and on behalf of a proposed corporation, is held to 
be adopted by that corporation as of the date of incorporation 
if it accepts the services contracted for with full knowledge of 
the contract. McArthur has a cause of action against the 
printing company for damages for his wrongful discharge in 
breach of this contract.
No. 12. An individual’s total income from all sources is assumed 
to be $100,000 composed of the following items:
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(1) Salary.......................................................................................................  $ 40,000
(2) Dividends from domestic corporations..............................................  20,000
(3) Interest on state obligations................................................................ 15,000
(4) Gift (not made as consideration for service rendered).................... 10,000
(5) Rent from building................................................................................ 10,000
(6) Profit from sale of stock........................................................................ 5,000
Total income......................................................................................  $100,000
Under section 22 (b), revenue act of 1928, interest on obliga­
tions of a state and gifts not made as consideration for services 
rendered are excluded from gross income. Total income of 
$100,000 is therefore reduced by $25,000, resulting in gross income 
of $75,000.
The above taxpayer is entitled to certain deductions under 
section 23, revenue act of 1928. Such deductions would be as
follows:
(1) Interest paid on indebtedness to carry stocks on margin.................  $ 2,000
(2) Real estate taxes paid in the sum o f.....................................................  3,000
(3) Loss by fire of building, not covered by insurance, resulting in
loss sustained o f ..................................................................................... 10,000
(4)  Bad d eb t...................................................................................................  5,000
Total deductions..........................................................................  $20,000
The gross income of $75,000 is decreased by deductions of 
$20,000, resulting in a net income of $55,000.
Under section 25, revenue act of 1928, certain credits are 
allowed against net income for normal tax purposes. Assuming 
that the taxpayer is a married man, living with his wife and
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assuming that he has one child, he would be entitled to personal 
exemption of $3,500, plus $400, or $3,900. Furthermore, divi­
dends from domestic corporations in the sum of $20,000 are a 
credit against net income for normal tax purposes making a 
total credit of $23,900.
The income subject to normal tax is therefore the sum of 
$55,000 net income, minus $23,900 credit, or $31,100.
The aforesaid credits however are not allowed for surtax 
purposes. Surtaxes are not imposed on the first $10,000 net 
income, so that the net income of $55,000 is reduced by $10,000 
and the resulting $45,000 is subject to surtax.
Accounting, November, 1930. Part II. No. 1
The fundamental points in any consolidated balance-sheet prob­
lem are:
Elimination of stock and surplus from the investment accounts, 
and determination of the goodwill.
Determination of the minority interests in the subsidiaries' capital 
stock and surplus.
These matters are determined in the following working papers, 
which are based on the assumption that the preferred stock is non­
participating and therefore has no interest in the surplus. As com­
pany A  has taken up its share of the subsidiaries' profits, elimina­
tions are made on the basis of the surplus at December 31 , 1929.
Company A and Subsidiaries 
Working papers to determine eliminations from investments 
December 3 1 , 1929
Eliminations Minority interest
Par of Capital
Investment stock Surplus Goodwill stock Surplus 
Preferred stock—company B—60% $ 300,000$300,000 $200,000
Preferred stock—company C ........... 500,000
Common stock—company B—90% 800,000 135,000 $288,000 $377,000 15,000 $32,000
Common stock—company C—90% 1,300,000 450,000 513,000 337,000 50,000 57,000
Totals......................................$2,400,000 $885,000 $801,000 $714,000 $765,000 $89,000
(a) (b) (c) (d) (e)
In the following consolidated balance-sheet working papers:
Eliminations for stock and surplus items are made in the total amounts 
determined in the foregoing working papers.
The company B bonds owned by company A are raised to par by ad­
justment (f)
As the bonds had a life of years at the date of purchase, 1/15 of the 
discount is amortized as applicable to the half year since purchase 
(adjustment (g) ).
Notes receivable discounted—company B—are carried out as a direct 
liability of the consolidation.
To save time, the balance-sheets of the three companies (as 
shown in the problem) are combined in the first column of the 
working papers.
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318 ANSWERS
Company A and Its S ubsidiaries, Companies B and C 
Consolidated balance-sheet, December 31, 1929 
Assets
Other assets...............................................................................................  $6,180,000
Goodwill..................................................................................................... 714,000
$6,894,000
Liabilities and net worth
Notes payable 
Other liabilities
First mortgage 6% bonds outstanding:
Company A ....................... $1,000,000
Company B ....................... $ 600,000
Held in treasury.......... 300,000 300,000
Unamortized bond discount
Minority interest:
Company B Company C Together
Preferred stock—6 % .. . . $200,000 $ 500,000 $ 700,000
Common stock................. 15,000 50,000 65,000
Surplus.............................. 32,000 57,000 89,000
T otal.............................   $247,000 $ 607,000 $ 854,000
1,300,000
28,000
854,000
$ 10,000 
1,612,000
Net worth:
Capital stock:
Preferred—6% .................................. $ 500,000
Common............................................  1,100,000 $1,600,000
Surplus. 1,490,000 3,090,000
$6,894,000
The problem states that the dividends on the preferred stock 
of the respective companies were paid during the year 1929. As 
the balance-sheet of company A shows a charge against surplus 
account for dividends of only $12,000, while the dividend re­
quirement on its $500,000 of outstanding 6 per cent. preferred 
stock would amount to $30,000, it may safely be assumed that 
the difference, $18,000, represents the dividend which company 
A received on the $300,000 of preferred stock of company B 
owned by company A. Apparently no dividends were paid on 
the common stock of any of the companies,
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Company A and Its Subsidiaries, Companies B and C 
Analysis of consolidated surplus for the year ended December 31, 1929
Balance, January 1 ,  1929.....................................   $1,100,000
Net profit for the year:
Company B .......................................................  $200,000
Less—Preferred stock dividends...................  30,000
Profit applicable to common stock...........  $170,000
Company A’s share— 90%.................... $153,000
Company C .......................................................  $300,000
Less—preferred stock dividends.................... 30,000
Profit applicable to common stock........... $270,000
Company A’s share—90% .................... 243,000
Total profit of subsidiaries taken
up by company A .......................... $396,000
Company A—per books.................................. $ 4,000
Interest earned (bond discount).................... 2,000 - 6,000
Net profits from operations.......................
Dividend received by company A on pre­
ferred stock of company B ...................................
$402,000
18,000 420,000
T otal..............................................................  $1,520,000
Dividends paid on preferred stock of com­
pany A ........................................   30,000
Balance, December 3 1 , 1929...............................  $1,490,000
Accounting, November, 1930. Part II. No. 2
E xplanation of Working Papers
The first two columns contain the trial balance of company Y, 
as of January 1, 1930, including the assets and liabilities ac­
quired from A and B at the values stated by their books. These 
values are to be restated, and the restatements will affect the 
balancing figure of goodwill.
Adjustment 1
The building was carried on the books of A and B at $25,000, 
which amount represents the cost, less depreciation figured at 5
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per cent. per annum to December 31, 1924, and 2½  per cent. 
thereafter. According to the minutes of the board of directors, 
the building is to be valued at cost to A and B, less depreciation 
on a straight-line basis at 2½  per cent. The cost of the building 
to A and B may be computed as follows:
Depreciation at 5%
From January 1, 1920, to December 31, 1924
5 years at 5% ......................................................................... 25 %
Depreciation at 2½ %:
From January 1, 1925, to December 31, 1929
5 years at 2 ½%..................................................................... 12½
Total depreciation to December 3 1 , 1929.................... 37½ %
Therefore—
Cost......................................................... 100 %
Less—depreciation............................... 37½
Equals book value................................ 62 or $25,000
The cost at January 1 ,  1920, was $25,000 divided by 62½ %,
or................................................................................................... $40,000
The depreciation deducted was 37½ % thereof or................... 15,000
And the book value was................................................................  $25,000
Following is the entry to set up the cost of the building and the accumulated 
depreciation at the rate of 2½  per cent. per annum, and to adjust the goodwill:
Building............................................................................................ $15,000
Reserve for depreciation— building.......................................  $10,000
Goodwill...................................................................................... 5,000
To write up the building account to cost and to set up 
the reserve for depreciation on building at the annual 
rate of 2½ % (January 1, 1920, to December 31, 1929—
10 years).
Adjustment 2
The equipment account represents two purchases—one of 
$5,000 made January 1 ,  1919, and one of $6,000 made January 1, 
1928. On the basis of a ten year life (10 per cent. depreciation per 
annum on cost, without allowance for scrap) the first purchase 
was theoretically retired one year after the date of the second 
purchase. An analysis of the equipment account should show:
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First purchase Second purchase
January 1, Cost
Depre­
ciation Cost
Depre­
ciation
Net
balance
1919............ ____  $5,000 $5,000
1920............ $ 500 4,500
1921............ 500 4,000
1922.............. 500 3,500
1923............ 500 3,000
1924............ 500 2,500
1925............ 500 2,000
1926.............. 500 1,500
1927............ 500 1,000
1928............. 500 $6,000 6,500
1929............ . . . ............... 500 $ 600 5,400
1930.............. 500 600 4,300
T o ta ls .. . . . . .  $5,000 $5,500 $6,000 $1,200 4,300
From the above analysis it will be seen that the first purchase 
of $5,000 had been charged with $5,500 of depreciation which 
may be adjusted as follows:
Equipment......................................................................................  $6,700
Reserve for depreciation—equipment................................... $6,200
Goodwill......................................................................................  500
To set up the cost of equipment, and to adjust the 
depreciation reserve.
If  the equipment purchased on January 1 ,  1919, for $5,000 had 
been scrapped, it should have been written off the books by a 
charge to reserve for depreciation—equipment, and a credit to 
equipment.
Adjustment 3
The cash transactions, subsequent to the sale of the capital 
stock of Y company and the payment made to A and B which 
are given effect to in the working trial balance, may be recorded 
as a journal entry.
Cash..................................................................................................  $34,320
Merchandise.................................................................................... 60,000
Mortgage.........................................................................................  15,000
Accounts payable...........................................................................  25,000
Selling, general and administrative expenses............................  20,000
Life insurance premium.............................................................. . 2,000
Organization expense..................................................................... 1,500
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Accounts receivable..................................................................  $65,000
4% bonds....................................................................................  2,800
Accrued interest on bonds sold...............................................  20
5% debentures of Y company.................................................  90,000
To record cash receipts and disbursements for the 
period January 1, 1930, to March 31, 1930.
Adjustment 4
Loss on sale of 4% bonds..........................................................  $200
4% bonds................................................................................  $200
To record the loss on the sale of $3,000 par of 4% 
bonds.
Adjustment 5
Unamortized bond discount..................................................... $10,000
5% debentures of Y company............................................. $10,000
To record the unamortized bond discount on the 
$100,000 par value of 5%  debentures issued January 31,
1930, and due January 31, 1940.
Adjustment 6
To prepare an income account it will be necessary to compute 
the amount of sales for the period. This can be done as follows:
Accounts receivable at March 3 1 , 1930............... $ 80,000
Accounts receivable collected...............................  65,000
T otal.....................................................................  $145,000
Deduct—accounts receivable January 1 ,  1930.. 25,200
Balance representing sales during period............ $119,800
Accounts receivable...................................................................  $119,800
Sales.........................................................................................  $119,800
To record sales during period from January 1, 1930, 
to March 31, 1930.
Adjustment 7
Merchandise................................................................................ 35,000
Accounts payable..................................................................  35,000
To record accounts payable for merchandise as at 
March 31, 1930.
Adjustment 8
Prepaid expenses........................................................................  1,000
Selling, general and administrative expenses........................  2,000
Accounts payable—expenses..............................................  3,000
To record the accounts payable for expenses at
March 31, 1930.
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Adjustment 9
Inventory—March 3 1 , 1930....................................................
Merchandise..........................................................................
To set up inventory at March 31, 1930.
$40,000
$40,000
Adjustment 10
Depreciation—building............................................................  250
Reserve for depreciation—building...................................  250
To set aside depreciation on building for the period 
at the rate of 2½ % per annum.
Cost.................................................................. $40,000
2½ % per annum........................................... $ 1,000
3 months.......................................................... $ 250
Adjustment 11  
Depreciation—equipment........................................................ $150
Reserve for depreciation—equipment............................... $150
To set aside depreciation for the period at the rate of 
10% per annum on the $6,000 of equipment not written 
off. 10% of $6,000 divided by 4 =  $150.
Adjustment 12
Apparently the interest on the four per cent, bonds was col­
lected on January 1, 1930, as the interest accrued on the $3,000 
par of bonds sold on February 28, 1930, amounted to $20—the 
interest for two months on $3,000 at 4 per cent. per annum. The 
interest on the $2,000 par of 4 per cent. bonds still on hand at 
March 31, 1930, is, therefore, ($2,000 X 4 per cent.) or $20. 
The interest earned on the bonds sold and on those still on hand 
should be recorded as earned.
Accrued interest on bonds sold................................................  $20
Accrued interest on bonds........................................................  20
Interest earned......................................................................  $40
To record the interest earned on the bonds sold and 
still on hand.
Adjustment 13
Provision should be made for the accrued interest and the 
bond discount amortized on the $100,000 of 5 per cent. deben­
tures of Y company which were issued on January 31, 1930. The
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accrued interest thereon at March 31, 1930, would amount to 
1/6 of 5 per cent. of $100,000 or $833.33. The amount of bond 
discount to be amortized, using the straight-line method would 
be:
Amount of bond discount.................................... $10,000.00
Years outstanding— 10 years.
Annual charge........................................................$ 1,000.00
Applicable to two months period—January 31,
1930, to March 3 1 , 1930.................................. $ 166.67
Bond discount amortized....................................................... $ 166.67
Interest on debentures................ .. .........................................  833.33
Accrued interest on debentures........................................  $ 833.33
Unamortized bond discount.............................................. 166.67
To record interest charge on debentures.
Adjustment 14
Surplus................................................................................. $1,500.00
Organization expense...................................................  $1,500.00
To write off organization expense.
No portion of the life insurance premium is deferred as suffi­
cient information is not available.
Adjustment 15
Surplus.............................................................................  $3,796.80
Reserve for federal income taxes................................  $3,796.80
To provide a reserve for federal income taxes for
the period.
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T he Y Company
Statement of profit-and-loss for the period, January 1 ,  1930, to March 3 1 , 1930
Sales.....................................................................................  $119,800.00
Deduct—cost of sales:
Inventory, January 1 ,  1930.........................................$ 9,600.00
Purchases.......................................................................  95,000.00
T otal.......................................................................... $104,600.00
Inventory, March 31, 1930 ........................................ 40,000.00 64,600.00
Gross profit on sales............................. ........................... $ 55,200.00
Deduct—expenses:
Selling, general and administrative expenses.......... $ 22,000.00
Life insurance premium.................. 2,000.00
Depreciation:
Building........................................ .........$250.00
Equipment................................... ......... 150.00 400.00 24,400.00
Profit from operations......................... $ 30,800.00
Deduct—net financial expenses:
Interest paid:
Amortization of bond discount. .........$166.67
Interest on debentures............... ......... 833.33 $ 1,000.00
Less—interest earned...................... 40.00 960.00
Net profit and income.......................... $ 29,840.00*
Loss on sale of bonds............................ $ 200.00
Provision for federal income tax. . . . . 3,796.80 3,996.80
Net profit for the period, January 1, 1930, to March
31, 1930............................................. $ 25,843.20
Computation of federal income tax for the period 
January 1, 1930, to March 31, 1930
Net profit and income, per statement of profit and loss.....................$ 29,840.00
Add—life insurance premium— (It is assumed that the corpora­
tion is the beneficiary, hence the premium is non-deductible). . .  2,000.00
T otal..................................................................................................$ 31,840.00
Deduct— loss on sale of bonds.................................................................. 200.00
Taxable income......................................................................................... $ 31,640.00
Income tax for the period— 12% of $31,640.00 or............................. $ 3,796.80
T he Y Company 
Balance-sheet—March 31, 1930
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Assets
Current assets:
Cash...........................................
Accounts receivable................
Inventory.................................
Accrued interest receivable..
.....................$34,320
...................  80,000
...................  40,000
...................  20 $154,340.00
Investment:
Four per cent. (4%) bonds. . .
Prepaid expenses..........................
Unamortized bond d iscount.. . .
2,000.00
1,000.00
9,833.00
Fixed assets:
Cost
Reserve for 
depreciation Balance
L an d .........................................
Building....................................
Equipment...............................
. .  $15,400 
. .  40,000 
. .  11,000
$10,250
6,350
$15,400
29,750
4,650
T otal..................................... . .  $66,400 $16,600 $49,800 49,800.00
Goodwill......................................... 50,000.00
$266,973.33
8
8
8
Liabilities and net worth
Current liabilities:
$ 42,630.13
Accounts payable—merchandise.............................
Accounts payable—expenses....................................
Accrued interest payable.........................................
Federal income tax payable......................................
$35,000.00
3,000.00
833.33
3,796.80
Five per cent. (5%) debentures—due January 31,
1940............................................................................... 100,000.00
N et worth:
Capital stock—authorized and outstanding,
10,000 shares of no par value...............................  $50,000.00
Surplus:
Paid-in surplus................................  $50,000.00
Profit for the three-months period
ended March 3 1 , 1930...............  25,843.20
Less—organization expense.......... 1,500.00 74,343.20 124,343.20
$266,973.33
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Accounting, November, 1930. Part II. No. 3
Based on the operations of the three-year period from June 30,
1927, to June 30, 1930, the cash receipts and disbursements (ex­
clusive of capital outlays subject to amortization and deprecia­
tion) per 1,000 feet, are computed as follows:
Sales (364,000,000 feet)........................................................  $8,736,000
Deduct:
Logging and manufacturing labor and expense..........$6,576,770
Selling and administrative expenses, taxes, e t c . . . .  976,230 7,553,000
Conversion value before deductions based on capital
investments........................................................................  $1,183,000
Conversion value per M feet................................................  $3.25
P ine  Lumber Company
Statement of conversion value of timber, January 1, 1931 
(1,330,000 M feet to be cut)
Total Per M
Conversion value before deductions based on capital in­
vestments— $3.25 X 1,330,000......................................... $4,322,500 $3,250
Deductions:
Construction of logging spurs (estimate per problem ).. $ 900,000 $ .677 
Plant and main-line railroad replacements (10/3 of
$101,070, expenditures during three years).................  336,900 . 253
Equipment replacements:
Experience: $116,480 ÷  364,000 = $. 320 per M
Forecast: $.320X1,330,000............  ........................  425,600 . 320
T otal.........  ................................................................. $1,662,500 $1,250
Conversion value before interest charges.............................. $2,660,000 $2,000
P ine  L umber Company
Statement comparing payments to be met each year 
under the loan, with the cash funds to be available 
ten years ending December 31, 1940 
(Assuming production in equal annual instalments)
Year
Principal
instalments Interest
Total
payments
Cash
available
1931................. .............  $ 100,000 $ 60,000 $ 160,000 $ 266,000
1932................. ............. 100,000 54,000 154,000 266,000
1933................. ............. 100,000 48,000 148,000 266,000
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1934................................ $ 100,000 $ 42,000 $ 142,000 $ 266,000
1935................................ 100,000 36,000 136,000 266,000
1936................................ 100,000 30,000 130,000 266,000
1937................. .............. 100,000 24,000 124,000 266,000
1938................. .............. 100,000 18,000 118,000 266,000
1939................................ 100,000 12,000 112,000 266,000
1940................................ 100,000 6,000 106,000 266,000
$1,000,000 $330,000 $1,330,000 $2,660,000
Accounting, November, 1930. Part II. No. 4
If  the office cash fund of $3,500 included in the auditor’s 
reconciliation of the cash accounts is eliminated from the balance 
which he used as at September 30, 1930, it would appear that 
his reconciliation of the bank accounts as stated is correct.
Balance as at September 3 0 , 1930.................................  $26,250.25
Less—office cash fund.....................................................  3,500.00
Adjusted balance as at September 3 0 , 1930................  $ 22,750.25
Receipts for October.......................................................  179,750.00
T otal......................................................................... $202,500.25
Payments during October..............................................  174,311.42
Adjusted balance as at October 31, 1930, per cash­
book (bank accounts on ly)........................................ $28 ,188 .83
Bank balances as reconciled:
First National Bank, Blankville..............................  $21,413.28
Downtown Trust Company...................................... 5,260.10
Downtown Trust Company, payroll account. . . . 1,515.45
Total bank balances..............................................  $ 28,188.83
Assuming, for the time being, that the bank accounts are 
adequately reconciled, attention may be directed to the $3,500 
cash fund. The following tabulation shows:
The items submitted to the auditor.
Those which can be included in the cash-fund count for purposes of estab­
lishing the integrity of the fund. Some of these items should subsequently 
be transferred from the cash account to other accounts.
Those which can not be included in the cash count. It is assumed that the
$3,500 fund is operated on the imprest basis; therefore cheques received 
from customers, when entered in the cashbook, are charged to the bank
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accounts and should be regarded as bank funds and not as on-hand funds. 
Unrecorded receipts should obviously not be included.
Include
in
Amount c ash fund
Cash..................................................................... $1,189.32 $1,189.32
Postage fund.................................................(a) 25.00 25.00
Express fund.................................................(a) 10.00 10.00
Unentered vouchers.................................... (b) 504.87 504.87
I.O.U.’s for payroll advances.....................(c) 213.43 213.43
Purchasing agent’s N.S.F. cheque...........(c) 100.00 100.00
Cashier’s personal cheque.......................... (c) 50.00 50.00
Railroad company cheque— unentered..  (d) 124.65
Green & Co. cheque—payment stopped. (e) 358.95
Undeposited cheques from customers:
Clark & Son............................................. (0 287.50
J ackson & Bro.......................................... (f) 240.75
Miller & King......................................... (f) 394.60
Thompson Stores, Inc.— unentered, .(d) 150.30
Retail stores collections—unentered. (d) 211.45
Exclude
from
cash fund
124.65
358.95
287.50
240.75
394.60
150.30
211.45
T otal..........................................................  $3,860.82 $2,092.62 $1,768.20
Apparent shortage—subject to revision. . . .
Total cash fund balance.
1,407.38
$3,500.00
(a) These funds, which were checked “later on the same day and found to be 
in order” should have been verified simultaneously with the other funds.
(b) While the unrecorded vouchers may be included in the cash count, en­
tries should be made debiting expense (or other accounts) and crediting cash.
(c) These items should be transferred from the cash account to personal 
accounts with the employees.
(d) These cheques have not been entered and charged to cash; therefore they 
can not be included in the cash count.
(e) This cheque can not be included in the cash fund unless the bank was 
reimbursed in currency, which would be most unusual.
(f) These cheques, totaling $922.85, have been entered and thus presumably 
charged to the bank as distinguished from the office fund. Hence they should 
not be included in the count of the office fund. But if  we add these cheques to 
the stated bank balances, the resulting total will be $922.85 in excess of the 
bank balances shown by the books. This suggests the possibility that the 
cashier may have falsified entries or footings in the cashbook prior to October, 
so as to understate the bank balance per books and thus enable him to hold 
October receipts in the office (instead of depositing them) for inclusion in the 
cash fund, in an attempt to conceal a shortage in that fund. This opens the 
question of irregularities in the bank accounts as well as in the office fund.
A uditing, May, 1931.
No. 1. The names and descriptions of the principal groups in 
which the financial transactions of .a municipality should be 
summarized in its annual statement follow:
1. General accounts, or general fund: This group includes those accounts 
having to do with the ordinary operations of the municipality, such as 
the raising of revenue from such sources as certain taxes, licenses, fines, 
fees, etc., and the expending of these revenues in the carrying on of its 
activities.
2. Capital fund: This group includes the accounts arising from financing by 
long term loans, such as fixed property, construction, other capital 
expenditures, bonds, specific tax levies, etc.
3. Special assessment fund: This group includes the accounts arising from 
financing by means of special assessments, such as construction of side­
walks, sewers, paving, special assessment bonds, loans from sinking 
fund, etc.
4. Sinking fund: This group includes those accounts having to do with the 
collection and deposit of cash for the purpose of retirement of non-serial 
bonds.
5. Trust funds: This group includes those accounts having to do with the 
trust relationships of the municipality.
No. 2. Three causes which may account for debit balances in the 
creditors’ ledger are:
1. Payment of an invoice which had not been recorded.
2. Debit memorandum for merchandise returned and/or for an allowance 
posted after payment of the gross amount of the invoice had been made.
3. Advance made to a supplier.
These cases should be treated as follows:
1. The voucher for which payment had been made should be examined to 
ascertain whether the cash payment had been posted to the correct 
account. If found to be correct, the reason for not posting the invoice 
to the credit of the account should be determined. If the merchandise 
had been received and inventoried, an adjustment should be made to 
take up the liability by a debit to inventory account. If the merchandise 
had been received subsequent to the balance-sheet date, the overpay­
ment should be shown in the balance-sheet as miscellaneous accounts 
receivable.
2. If upon investigation it is found that the debit memorandum had been 
posted to the correct account, the overpayment should be shown as a 
miscellaneous accounts receivable.
3. The reason for the advance to the supplier should be determined. I f  
against merchandise purchased, the amount should be transferred to an 
account called “advances on purchase commitments." If the advance
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represents a loan to the supplier for purposes of aiding him to finance his 
operations, the amount should be shown as a loan. If the payment is 
made against goods received on consignment the accountant should adjust 
the accounts by transferring the amount to the consignment account, and 
checking the inventory to ascertain whether these goods were included 
therein.
No. 3. As fire losses are extraneous and not operating charges, 
any reserve for possible future fire losses should be set up as an 
appropriation of surplus, and not as a charge against profit-and- 
loss.
While this procedure is undoubtedly correct in accounting 
theory, since it recognizes the distinction between operating 
and extraneous expenses, it is subject to the qualification that 
the company may have a loss experience which indicates that 
losses occur with such forecastable regularity that they may be 
regarded as incident to operations. In such cases the charge 
should doubtless be made to a current expense account.
Some accountants contend that provisions to a reserve should 
be based on the amount of premiums which would otherwise 
be paid, and that the charge should be made to operating ex­
pense accounts for purposes of comparability with the operat­
ing statements of concerns carrying insurance policies. But the 
conditions are not comparable, since policies are paid for in one 
case and are not paid for in the other, and a false semblance of 
comparability is created by such an accounting procedure.
Even though the reserve is ample in amount, the company 
should not assume the insurance risk unless it is financially 
strong and has set aside an ample amount of cash or marketable 
securities to enable it to replace any destroyed property with­
out endangering its position.
No. 4. The following is quoted from Accounting Terminology, a 
preliminary report of a special committee on terminology of 
The American Institute of Accountants:
(a) “ S urplus , E a r n e d :
"Definition of Earned Surplus
“Earned surplus is the balance of the net profits, net income, and gains 
of a corporation after deducting losses and after deducting distributions 
to stockholders and transfers to capital-stock accounts.
“ Collateral definitions
“Surplus consists of capital surplus and earned surplus. Capital surplus 
comprises paid-in surplus and revaluation surplus, that is, all surplus
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other than earned surplus. Paid-in surplus is the amount received from 
the sale or exchange of capital stock in excess of its par or stated value; 
the excess of the par or stated value of capital stock retired over the 
amount paid therefor; profits on resales of treasury stock; and surplus 
arising from a recapitalization. Paid-in (or donated) surplus also in­
cludes donations to a corporation by its stockholders or others of cash, 
property and capital stock. Revaluation surplus is the appreciation 
recognized as arising from an appraisal of fixed assets.
“Net profits, net income, and gains include profits from the disposition 
of any corporate asset (other than the corporation’s own capital stock), 
and arise from transactions resulting in the acquisition of cash or of 
property which at the time of its receipt may ordinarily be classified as, 
or converted into, a current asset; or from transactions in which the 
consideration received includes the complete or partial discharge of a 
liability.
(b) “ S urplus, Capital: Capital surplus comprises paid-in surplus, donated 
surplus and revaluation surplus— that is, surplus other than earned 
surplus; surplus not arising from profits of operation, but from such 
sources as sale of capital stock at premium, profit on dealings in a 
corporation’s own stock, donated stock, appraisal valuations and surplus 
shown by the accounts at organization.
(c) “ Surplus through A ppreciation—“Surplus, Appraisal: The assets of 
an enterprise, especially the fixed assets, may be carried on the books 
at values far above or far below actual present values. Because of the 
general fall in the value of monetary units in recent years, assets pur­
chased many years ago are often carried at values incommensurate with 
present prices. To rectify this condition it is common to have values 
fixed by appraisal. If the values so fixed exceed the book values and are 
substituted for them an apparent surplus is created. This is the appraisal 
surplus.”
No. 5. Using all of the tact at his command, the accountant 
should explain to the assistant controller that an essential part 
of the engagement of auditing the books of the corporation is 
the audit of the cash and the cash accounts; that if these were 
not verified by the accountant, it would be necessary to qualify 
the certificate and/or state that fact in the report; that the 
accountant expects to find the accounts and funds to be correct; 
and that it would be to the advantage of the assistant controller 
to have an independent report confirming the correctness of 
the funds and the accounts under his control.
No. 6. If the balance-sheet which the partner obtained from the 
books of the stock-brokerage firm is set up to show the debit 
and credit balances, it will appear somewhat as follows:
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Particulars Debits Credits
Cash................................................................................$ 400,000
Due from customers, long........................................... 2,500,000
Due from brokers for stock borrowed.......................  25,000
Securities on hand........................................................  75,000
Firm trading accounts, long.......................................  450,000
Due to customers, short..............................................  $ 375,000
Due to brokers for stock loaned................................. 150,000
Firm trading accounts, short...................................... 2,850,000
Capital, surplus and profit and loss..........................  75,000
Totals........................................................................  $3,450,000 $3,450,000
From the above it is apparent that the charges and credits 
to the customers’ accounts were offset by credits and charges 
to the firm trading accounts. The fact that no securities are 
shown as pledged as collateral to banks for bank loans would in­
dicate that the firm did not purchase securities for its customers, 
but went “ short” such stocks as were ordered through its office. 
The book entries, no doubt, were charges to the account“ due from 
customers, long” and credits to “ firm trading accounts, short.”
If  the firm were required to cover its short sales and to pur­
chase securities for delivery to its customers within the im­
mediate future, it would appear from the size of the short 
account $2,850,000 that the partners’ equity would be wiped 
out; especially so, since the market has been rising steadily for 
nearly a year, and covering transactions would have to be 
made at a higher price than contracted for by the customers.
The partner should be informed that it is the belief of the 
accountant that the brokerage house is conducting a “ bucket- 
shop,” that an immediate surprise check of the firm’s position 
should be made, and if the accountant’s judgment is confirmed, 
the partner should withdraw immediately, and make a com­
plaint to the stock exchange authorities and the state’s attorney. 
No. 7. Special attention should be given to the following
questions:
(a) Has the sales record been falsified by including consignments as sales, 
by padding the record at the end of the year by entering items not 
shipped, or by putting through false entries during the year and revers­
ing them later by charges to returns and allowances or to bad debts?
(b) Since the bonus is based on the sales and not on the profits resulting 
from the sales, has the sales manager sold to poor credit “risks,” made 
sales at prices lower than list, allowed salesmen excessive commissions 
or made unreasonable expenditures for advertising?
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No. 8.
(a) There is a wide divergence of opinion as to the scope of a 
detailed audit; some accountants hold that all of the trans­
actions must be verified; others, that review and tests are 
sufficient. The following are quoted from a preliminary re­
port of a special committee on terminology of the American 
Institute of Accountants:
“Audit, Complete: One in which the examination extends 
to a verification of the details of all the books of account in­
cluding subsidiary records and all supporting vouchers, as 
to mathematical accuracy, complete accountability and 
correctness of accounting principle. In modern practice 
such an examination is seldom made.”
“Audit, D etailed: This is similar to a complete audit, but 
usually a series of tests is substituted for a complete audit 
of every entry.
“An audit may be detailed and yet limited in scope, e.g., a 
cash audit.
“ The form of report will depend on the scope of the work, 
but, as far as the work goes, it will follow the corresponding 
portion of a report of a complete audit.”
(b) For credit purposes, it is suggested that the scope of the 
work should be that outlined under “Audit, detailed.”
No. 9.
(a) Under regulations 74, article 126, of the act of 1928, the 
corporation is permitted to deduct “a reasonable allowance 
for salaries or other compensation for personal services ac­
tually rendered. The test of deductibility in the case of 
compensation payments is whether they are reasonable and 
are in fact payments purely for services.” The question of 
what is reasonable compensation depends upon the facts in 
each case. The voting of the salaries by the board of direc­
tors is not conclusive.
In the case in point, it appears that the commissioner of in­
ternal revenue, if the facts were fully known, would disallow 
as a deduction the payment of $20,000 made to Brown as 
“compensation for personal services actually rendered,” for 
the years 1927, 1928 and 1929. Even though an agreement 
of final determination had been executed, the commissioner 
may reopen the case upon the basis of the misrepresentation
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of fact. Hence, the corporation is liable 
possible assessments, as follows:
Deduction
Year disallowable
1927 .........................................................   $20,000
1928 ................................................   20,000
1929 ...........................................................   20,000
Totals.................................................... $60,000
for additional
Rate Tax
13½ % $2,700
12 2,400
11 2,200
$7,300
In addition to the above, interest of approximately $800 has 
accrued at December 31, 1930.
A liability for additional income taxes and interest, $8,100, 
should be shown in the balance-sheet.
As there is a possibility that penalties for fraud may be im­
posed, it would probably be advisable to set up a reserve for 
contingencies of an amount to include the possible 50% 
penalty and the excess of penalty interest over the $800 of 
interest set up as a liability.
(b) The accountant should advise the officers to authorize him 
to represent them and the corporation in the matter. With 
this authority, the accountant should fully explain the facts 
to the internal revenue agent, or the collector of internal 
revenue, and should file amended returns for the years in­
volved for the corporation and the individuals.
No. 10. I n  the audit of the securities, the accountant should 
prepare an analysis of the security ledger, showing the dates of 
purchase and sale, description, number of shares of stock or 
par value of bonds, dividend and interest dates, etc., of the 
various investments owned during the period. The list re­
sulting from this analysis will show the period of ownership 
of each security, and can be used as the basis for determining 
the income which should have been received during the period 
of ownership.
The dividend and interest record should be checked against 
the official list of dividends declared and interest paid and 
against the analysis of the securities account, to determine that 
all dividends and interest due to the company for the period of 
ownership of the securities have been received. The receipts of 
this income should also be traced through the cash receipts 
record to the bank statement to learn if the cash had actually 
been deposited to the credit of the company.
Accounting, May, 1931. Part I. No. 1
On what basis (cost or appraised value) should depreciation be 
computed?
(1) For income tax:
On cost.
(2) For manager’s bonus:
The problem does not state that there was any agreement on this 
matter. Therefore we think that the cost basis should be used. 
Using the appraisal basis would overstate the expenses—as shown 
by the fact that, when the appraisal basis is used for purposes of 
determining a theoretical or competitive manufacturing cost, an 
adjustment is made restoring the so-called realized appreciation to 
surplus.
(3) For general profit-and-loss purposes:
Since only the surplus account (and not the profit-and-loss state­
ment is required) it is immaterial which basis is used. If the ap­
praisal basis is used, the adjustment of operating surplus for re­
alized appreciation will produce the same final surplus balance as 
would result from using the cost basis.
The cost basis, therefore, is used in the following computation
of the depreciation charge for the year:
Buildings—2% of $2,000,000.................................................. $ 40,000
Machinery and equipment—5% of $5,000,000...................  250,000
T otal..................................................................................  $290,000
The bonus and tax are computed as follows:
Let B =  bonus, and let T  =  tax.
(1) B =  .05 ($1,000,000—$290,000—B —T)
(2) 20B =  $710 ,000-B -  T
(3) 21B = $710,000—T
(4) T =  .12 ($710 ,000-B)
(5) T = $ 8 5 ,2 0 0 -.1 2 B
(6) .12B =  8 5 ,2 0 0 -T
(3) 21. B =  $710,000 — T
(6) Subtract .12B =  85,200 — T
(7)
(8)
20.88B =  $624,800 
B = $29,923.37 
T = $8 5 ,2 0 0 -. 12 B
or T = $85 ,200 -(.12  X $29,923.37) 
or T = $85,200 —$3,590.80 
or T = $81,609.20
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Proof:
Computation of tax:
Net profit before income tax and bonus.......................... .. $710,000.00
Deduct bonus..................................................................................  29,923.37
Taxable net income.......................................................................  $680,076.63
Multiply by rate............................................................................  12%
T ax...................................................................................................  $ 81,609.20
Computation of bonus:
N et profit before income tax and bonus....................................  $710,000.00
Deduct:
T ax.......................................................................  $81,609.20
Bonus...................................................................  29,923.37 111,532.57
Profit subject to bonus........................................... ....................  $598,467.43
Multiply by rate............................................................................  5%
Bonus...............................................................................................  $ 29,923.37
Putting the appraisal on the hooks produces a reserve for 
unrealized profit of $550,000. Of this amount, $50,000 represents 
the increase in the value of the land. The remaining $300,000 
should be transferred, during the life of the buildings and ma­
chinery, from the reserve for unrealized profit to the depreciation 
reserves. We can not do this accurately because we do not know
(1) How much of the $300,000 applies to buildings and how much to 
machinery.
We know, as to buildings and as to machinery, by how much the 
replacement costs exceed the original costs; we also know how much of 
the reserve, per the appraisal, applies to each class of property; but, 
not knowing the amount of depreciation per books applying to each 
class, we can not apportion the net increase of $300,000 to the two 
classes.
(2) The remaining life of each class of property.
This might be estimated on the basis of the ratio of the reserve to the 
replacement cost at the date of the appraisal, thus (using the buildings 
as an illustration) :
A t 2%  the estimated life is 50 years and the annual depreciation 
is 2%  of $2,200,000 or $44,000. Thus $250,000 (resene per 
appraisal) ÷  $44,000 =  5.6+ , estimated expired life. And 
50 — 5.6 =  44.4, number of years over which to write off the net 
appreciation on the building.
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This procedure ignores residual values and assumes that the physical 
depreciation reflected by the appraisal corresponds to the straight-line 
method used fo r  accounting—an assumption usually contrary to fact.
Since an exact amortization of the reserve for unrealized profit 
can not be obtained, it is probably desirable to adopt some arbi­
trary basis of amortization—merely to indicate that the reserve 
for unrealized profit should be gradually transferred to the de­
preciation reserve. The following method is used because it is 
the one frequently applied; it is inexact, for the reasons discussed
above:
Buildings Machinery 
Replacement cost per appraisal.....................................  $2,200,000 $5,500,000
Original cost........................................................................ 2,000,000 5,000,000
Excess per appraisal.......................................................... $ 200,000 $ 500,000
Depreciation rate............................................................... 2% 5%
Depreciation on original cost—charged to operations
and credited to depreciation reserve........................  $ 40,000 $ 250,000
Depreciation on appraisal excess charged to reserve
for Unrealized Profit and credited to depreciation
reserve.............................................................................  4,000 25,000
Total—depreciation on replacement cost....................  $ 44,000 $ 275,000
By preparing working papers in the following form, the 
writing of journal entries can be avoided, as the explanations 
show the nature of each debit and credit.
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A lpha Corporation Exhibit A
Balance-sheet— December 31, 1930
Assets
Current assets............................................................  ...................  $ 4,360,000.00
Deferred charges..............................................................................  50,000.00
Fixed assets (as appraised by X  Appraisal Company as at 
January 1, 1930—subsequent additions at cost)
Asset
Appraisal
value
Reserve 
for depreci­
ation Book value
Land..........................  $ 350,000 $ 350,000
Buildings..................  2,250,000 $ 294,000 1,956,000
M a c h in e r y  an d
equipment........... 5,700,000 875,000 4,825,000
Total..................... $8,300,000 $1,169,000 $7,131,000 7,131,000.00
Goodwill.............................................................................................  1,000,000.00
$12,541,000.00
Liabilities and net worth
Current and accrued liabilities...................................................... $ 2,136,532.57
Funded debt......................................................................................  3,500,000.00
Net worth:
Capital stock—
Six per cent.—cumulative preferred—  
25,000 shares of a par value of
$100.00 each ..........................................  $2,500,000.00
Common—70,000 shares of no par value 2,000,000.00
Total........................................................  $4,500,000.00
Surplus (exhibit B)......................................... 1,883,467.43
Unrealized surplus arising from appraisal. 521,000.00 6,904,467.43
$12,541,000.00
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A lpha Corporation Exhibit B
Statement of operating surplus for the year ended December 31, 1930
Balance, December 31, 1929..............................................................$1,500,000.00
Add—operating profit for the year ended December 31, 1930:
Per books, before depreciation and manager’s
bonus.................................................................. $1,000,000.00
Less:
Depreciation....................... $290,000.00
Manager’s bonus...............  29,923.37 $319,923.37 $ 680,076.63
Total................................................................................... $2,180,076.63
Deduct:
Provision for income tax..................................... $ 81,609.20
Premium paid on preferred stock retired.. . .  50,000.00
Dividends on preferred stock............................  165,000.00 296,609.20
Balance, December 31, 1930..............................................................$1,883,467.43
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The capital and surplus accounts would appear in the balance- 
sheet of the M company at December 3 1 , 1930, as follows:
Net worth:
Capital stock:
Preferred—6% cumulative—par value $100 each:
Authorized..................................  10,000 shares $1,000,000
Retired.........................................  440 shares 44,000
Outstanding...............................  9,560 shares $ 956,000
Common—no par value— authorized and out­
standing, 20,000 shares.....................................  2,000,000 $2,956,000
Surplus:
Earned surplus available for dividends on com­
mon stock (exhibit B)*.....................................  $ 264,376
Paid-in surplus.........................................................  500,000
Reserve for retirement of preferred stock..........  68,264
Unrealized surplus arising from appraisal.........  200,000 1,032,640
Total net worth.................................................. $3,988,640
*On the assumption that the preferred stock is non-participating, which is 
clearly indicated by the payment of a 17 dividend on the common stock 
in 1930.
T he M Company Exhibit B
Analysis of surplus account for the period January 1, 1929, to December 
31, 1930
Earnings for the year 1929, after provision for income
taxes.....................................................................................  $500,000
Deduct:
Dividends on 6% preferred stock.................................  $ 60,000
Reserve for retirement of preferred stock...................  44,000 104,000
Balance, December 31, 1929...............................................  $396,000
Earnings for the year 1930, after provision for income
taxes.....................................................................................  300,000
Total...............................................................................  $696,000
Deduct:
Dividends on 6% preferred stock.................................  $ 57,360
Dividends on common stock..........................................  350,000
Reserve for retirement of preferred stock...................  24,264 431,624
Balance, December 31, 1930............................................. $264,376
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Accounting, May, 1931. Part I. No. 3
The problem states that each note is “in amount $12,000,” and 
“ the face value-----included principal and interest.”
This appears to mean that each note was for $12,000 consisting 
of principal and interest as follows:
Due in Face Principal Interest
1 year . . . . . . $12,000.00 +  1 .0 7 ......... . .  $11,214.95 $ 785.05
2 years. . . . . .  12,000.00 +  1 .14 ......... 10,526.32 1,473.68
3 years. . . . . .  12,000.00 +  1 .2 1 ......... 9,917.35 2,082.65
4 years. . . . . .  12,000.00 +  1 .2 8 ......... 9,375.00 2,625.00
Totals.................................................  $41,033.62 $6,966.38
The interest charges by years would be:
Note due ................................Interest charges..................................
in Total 1927 1928 1929 1930
1 year ............. .. $ 785.05 $ 785.05
2 years............. 1,473.68 736.84 $ 736.84
3 years............. . 2,082.65 694.21 694.22 $ 694.22
4 years............. . 2,625.00 656.25 656.25 656.25 $656.25
T o ta ls ... . $6,966.38 $2,872.35 $2,087.31 $ 1,350.47 $656.25
As of December 31, 1930, the interest for the first three years 
has been improperly charged to the property account. The note 
due January 1, 1931, and the interest for 1930 have not been 
recorded. The following entries will adjust the accounts.
Association equipment........................................................
Surplus...................................................................................
1927 profits................................................ $2,872.35
1928 profits................................................ 2,087.31
1929 profits................................................ 1,350.47
Interest expense— 1930......................................................
Association equipment...................................................
Notes payable..................................................................
To charge equipment account with total principal 
element of four notes, and to relieve the account of im­
proper charges for total principal and interest of three 
notes paid. Also to adjust profits, by years, for interest 
charges.
$41,033.62
6,310.13
656.25
$36,000.00
12,000.00
Since no information as to depreciation rates was given in the 
problem, the depreciation charges can not be adjusted.
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Accounting, May, 1931. Part I. No. 4
The principal points to be discussed in the letter to the client 
are:
D ecrease in P rofits
While the president has stated that the loss in 1930 was due to 
the general depression, this is scarcely an adequate explanation 
in view of the continual decrease in profits since 1927, shown 
below.
Year
1927...........
Profit
Loss*
.............$83,000
Decrease
1928............ ............. 67,500 $15,500
1929............. ............  20,000 47,500
1930............. ............  16,500* 36,500
These decreases appear to be due to the following causes: 
Decrease in rate of gross profit
Although the total sales have remained fairly uniform, the 
gross profit on sales and the rate of gross profit have steadily 
decreased, as shown below:
Year Sales
Gross
profit
Rate of 
gross 
profit
1927___ ....$1 ,325 ,000 $450,000 33.96%
1 9 2 8 . . . . . . . .  1,400,000 440,000 31.43
1929___ . . . .  1,425,000 400,000 28.07
1 9 3 0 ... . . . . .  1,400,000 373,500 26.68
We can not tell the extent to which the decrease in the rate of 
gross profit was caused by decreases in selling prices and in­
creases in manufacturing costs. It is probably due in considerable 
measure to the fact that sales of coal-burning equipment to the 
general trade have decreased, while the sales of gas-burning 
equipment have increased. As the rate of gross profit on numerous 
sales of small amounts is apt to be higher than the rate of profit 
obtained on sales of large amounts to two customers (a utility 
and a mail-order house), the shift in the class of business done, as 
shown below, probably materially affected the rate of gross profit.
1927 1928 1929 1930
Sales:
Coal stoves and ranges. .  $ 925,000 $ 900,000 $ 825,000 $ 675,000
Gas stoves and ranges. . .  400,000 500 000 600,000 725,000
T otal.................................. $1,325,000 $1,400,000 $1,425,000 $1,400,000
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Per cent. of total sales:
Coal stoves and ranges. .  
Gas stoves and ranges. . .
69.81%
30.19
64.29%
35.71
57.89%  
42 11
48.21%
51.79
T otal.......................... .. 100.00% 100.00% 100.00% 100.00%
Note the steady decrease in the per cent. of sales of coal­
burning equipment (presumably the higher gross profit com­
modity) and the increase in the per cent, of sales of gas-burning 
equipment (presumably the lower gross profit commodity). 
Increase in selling expenses
The gas-burning equipment evidently produces a lower gross 
profit than coal-burning equipment; moreover, the expense of 
selling gas equipment is relatively high (considering the fact 
that sales are made to only two customers) and is becoming 
higher, as revealed by the following data relative to salesmen’s 
drawings, commissions and expenses:
1927 1928 1929 1930
Coal stoves and ranges:
Sales.................................................... $925,000 $900,000 $825,000 $675,000
Drawings, commissions and ex­
penses............................................ 92,000 90,000 85,000 75,000
Per cent. of expenses to sales.. .  10.1% 10.0% 10.3% 11.1%
Gas stoves and ranges:
Sales.................................................... 400,000 500,000 600,000 725,000
Drawings, commissions and ex­
penses............................................ 30,000 37,500 50,000 70,000
Percent. of expenses to sales.. .  7.5% 7.5% 8.33% 9.6%
If  we include in the 1930 expenses the $15,000 of salesmen’s 
drawings (on the assumption that they were guaranteed draw­
ings in excess of commissions earned), the expense rate in 1930 
was 11.7%.
Prospective profits
In view of the trends disclosed by the foregoing analyses, we 
do not think that the company’s prospects for earnings are 
favorable. Moreover, if the shift in sales from coal stoves and 
ranges to gas stoves and ranges was due merely to a shift in 
customer demand, it would be less objectionable than under 
existing conditions which place before the company the hazard 
of suddenly finding the two customer outlets for its gas stoves 
and ranges closed to its product.
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F inancial Condition 
Decrease in stockholders' equity
The stockholders’ equity in the business has materially de­
creased during the past year, as shown below:
...........December 3 1 . . . . . .
.................1930.......................................1929................
Amount Percent. Amount Percent.
Liabilities........................... $ 380,000.00 36.45% $150,000.00 17.16%
Net worth.......................... 662,500.00 63.55 724,000.00 82.84
Total.........................  $1,042,500.00 100.00% $874,000.00 100.00%
Decrease in working capital
The working capital position has suffered materially during 
the year:
December 31 Increase
1930 1929 Decrease*
Current assets:
Cash.................................................................... $ 40,000 $ 15,000 $ 25,000
Receivables................................................ 222,500 162,000 60,500
Inventories......................................................... 385,000 370,000 15,000
Total current assets.................................... $647,500 $547,000 $100,500
Current liabilities.................................................. 380,000 150,000 230,000
Net current assets.............................  ................ $267,500 $397,000 $129,500*
Dollars of current assets per dollar of current
liabilities............................................................. $1.70 $3.65 $1.95*
This tabulation does not tell the whole unfavorable story dis­
closed by the following comments.
Cash
The increase in cash may be merely window dressing by ob­
taining funds on bank loans. More probably it results from the 
bank’s demand that balances not subject to cheque be retained 
against the bank loans.
Receivables
The receivables (particularly those derived from sales of coal 
stoves and ranges) are older and perhaps less collectible than a 
year ago. This is suggested by the increase in notes receivable, 
indicating that notes are taken when cash can not be obtained, 
and is definitely indicated by the following computations:
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Coal stoves and ranges:
Notes receivable....................................................................
Accounts receivable..............................................................
Total receivables..............................................................
S a les........................................................................................
Per cent. of sales uncollected.............................................
Gas stoves and ranges:
Accounts receivable..............................................................
Sales.........................................................................................
Per cent. of sales uncollected............................................
1930 1929
$ 17,500 $ 2,000 
140,000 115,000
$157,500 $117,000 
$675,000 $825,000 
23.33%  14.18%
$ 65,000 $ 45,000 
$725,000 $600,000
8.97%  7.50%
Inventories
The following analysis of the inventories shows that the stock 
of coal stoves and ranges has increased 22.22 per cent. even 
though the sales for the year declined 18.18 per cent. The 
management is subject to criticism for permitting this inventory 
to increase in the face of the steadily declining demand for the 
coal heaters. I t  is possible, also, that the increase may be due 
to an accumulation of unsalable, or obsolete models, or to higher 
cost valuations.
Per cent. 
o f  increase
1930 1929 decrease
Coal stoves and ranges:
Sales............................................... ............. $ 675,000 $ 825,000 18.18%
Inventories.................................... ............. 275,000 225,000 22.22
Gas stoves and ranges:
Sales............................................... ............. 725,000 600,000 20.83
Inventories.................................... ............. 110,000 145,000 24.14
Total sales.......................................... ............. 1,400,000 1,425,000 1 .75
Total inventories............................. ............. 385,000 370,000 4.05
Current liabilities
The $230,000 increase in current liabilities arose from the 
necessity of providing funds for the following:
Increases in current assets (all of which appear to be undesirable
increases).................................................................................................... $100,500
Net loss for the year....................................................................................  16,500
Dividends paid—which probably should not have been paid in
the circumstances..................................................................................... 45,000
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Expenditures for fixed assets—discussed below..................................... $ 50,000
Expenditures for advances to salesmen and other deferred charges. 18,000
Total....................................................................................................... $230,000
The fact that the bank is apparently beginning to demand
security for its loans is a sign of credit weakness, particularly 
when the company has no securities to pledge.
Fixed assets
Since the fixed assets increased $50,000 after depreciation, the 
expenditures must have been at least that amount.
Apparently, additional facilities were needed to care for the 
increased demand for gas stoves, for despite a more or less fixed 
volume of sales, the management spent at least $50,000 for 
buildings, machinery and equipment during the year. With the 
falling off in the demand for coal stoves and ranges, it seems 
reasonable to assume that the machinery, buildings and equip­
ment necessary to manufacture that product are becoming more 
inactive.
Summary
The accountant should advise his client, Mr. Andrews, to 
forego any additional investment in B company for the present. 
He might suggest that a survey of the consumer market be made 
to ascertain whether the management should change its policy 
of selling through the mail order house and the utility, or should 
seek additional outlets of the same kind. A study should be made 
of the plant and of the selling organization in an effort to reduce 
production and distribution costs. A careful inventory should be 
taken, and every effort should be made to dispose of the stock of 
goods on hand. The credit department should stress the collec­
tion of outstanding accounts, particularly those now due, rather 
than expend its time and effort on those accounts which are 
uncollectible. An attem pt should be made to obtain additional 
capital for a term of years by mortgaging the plant, and dividend 
payments should be discontinued. Insurance equal to 90 per 
cent, of the insurable value of the buildings and contents should 
be obtained immediately.
Fire-Loss Comments
Under its policy contracts, the company should carry insurance 
equal to 90 per cent. of the insurable value of its buildings and 
contents. The insurable value a t December 3 1 , 1930, was
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Buildings, machinery and equipment (sound value).........  $400,000
Inventories:
Coal stoves and ranges........................................................  $275,000
Gas stoves and ranges..........................................................  110,000 385,000
Total insurable value......................................................  $785,000
The amount of the insurance required under the 90 per cent.
co-insurance clause was, therefore, 90 per cent. of $785,000 or.............  $706,500
The amount of insurance carried by the company...............................  500,000
Deficiency................... . ................................................................................. $206,500
The per cent. of loss insured by the insurance company
is 500,000 ÷  706,500 or...................  .................................................... 70.77%
and the B company is co-insurer to the extent of
206,500 ÷  706,500 or..............................................................................  29.23%
B company would collect from the insurance company,
(a) 70.77% of $100,000, or $ 70,771.41
(b) 70.77% of $600,000, or $424,628.45
Accounting, May, 1931. Part I. No. 5
The statements prepared by the company’s bookkeeper were 
somewhat as follows:
Smith Oil Company 
Statement of profit-and-loss and surplus 
For the year ended December 31, 1930
Oil sales.............................................................. $350,000
Deduct: Production expense............................  $125,000
Provision for reserves......................... 75,000
General expense..................................  15,000 215,000
Net profit before writing off lease B ................ $135,000
Deduct: Lease B .................................................  $440,000
Less donation by John Smith...........  400,000 40,000
Net income for the year.....................................  $ 95,000
Surplus, December 3 1 , 1929.............................  100,000
Surplus, December 3 1 , 1930........................  $195,000
This statement is incorrect because the $400,000 of donated 
surplus can not be converted into a deduction from operating 
losses by action of the directors.
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Smith Oil Company 
Balance-sheet— December 31, 1930  
Assets
Current assets:
Cash..................................................................................... $ 3,500
Accounts receivable..........................................................  45,000
Inventory—crude o il........................................................ 5,000
Lease A ....................................................................................  $775,000
Reserve for depletion and depreciation......................... 125,000
Furniture and fixtures........................................................
Liabilities and net worth
Liabilities:
Notes payable....................................................................  $ 10,000
Capital stock......................................................................  500,000
Surplus available for dividends (net income for year,
$95,000)...............................................................................
$ 53,500
650,000
1,500
$705,000
$510,000
195,000
$705,000
This statement is incorrect because:
(1) The capital stock is shown as a liability.
(2) No depreciation of furniture and fixtures has been provided, unless by 
direct credit to the asset account (no adjustment will be made for this 
matter).
(3) The donated surplus of $400,000 is improperly applied against the deficit 
from operations.
The directors’ resolution is not adequate evidence to satisfy 
the auditor that the indebtedness to Smith has been forgiven. 
I f  adequate evidence is provided, the following statements may 
be prepared.
Smith Oil Company
Statement of profit-and-loss for the year ended December 31, 1930
Oil sales—lease A ...................................................................  $350,000
Production expense—lease A ...............................................  $125,000
Provision for depletion and depreciation—lease A .......... 75,000 200,000
Gross profit..............................................................................  $150,000
General expenses....................................................................  15,000
Net profit for the year (before provision for depreciation
on furniture and fixtures).................................   $135,000
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Smith Oil Company 
Balance-sheet—December 31, 1930
Assets
Current assets:
Cash.....................................................................................  $ 3,500
Accounts receivable..........................................................  45,000
Inventory—crude o il.......................................................  5,000 $ 53,500
Lease A ....................................................................................  $775,000
Less—reserve for depletion and depreciation..............  125,000 650,000
Furniture and fixtures...........................................................  1,500
$705,000
Liabilities and net worth
Current liabilities:
Notes payable....................................................................  $ 10,000
N et worth:
Capital stock......................................................................  $500,000
Donated surplus................................................................  400,000
T otal...............................
Surplus—January 1 ,  1930 
Profits for the year 1930..
T otal...............................
Less— loss on lease B.........
...............  $900,000
$100,000
135,000
$235,000
440,000
Deficit, December 3 1 , 1930...................  ................. 205,000 695,000
$705,000
A company such as this, with wasting assets, may legally 
declare dividends up to the amount of its surplus account and 
depletion reserves, as it is generally understood that dividends 
from companies with wasting assets are payments out of earn­
ings or are liquidating dividends, or both.
The cost of lease B, assumed to be $440,000 should be written 
off to surplus account rather than against operations of lease A. 
However, for income-tax purposes, the loss on the dry hole is 
deductible in ascertaining the amount of taxable income for the 
period.
Commercial Law, May, 1931.
No. 1. As a general rule a declared cash dividend can not be 
revoked without consent of all stockholders. I t  has been held, 
however, that the board of directors can revoke such a dividend 
if done before the declaration has been made public or com­
municated to the stockholders and before a fund has been set 
aside for its payment. A stock dividend may be revoked, by 
whatever body declared it at any time before issuance of 
certificates.
No. 2. Judgment should be given for Brown’s executor. While a 
holder of a note may renounce his rights against the maker 
before maturity, the negotiable-instruments law provides that 
such a renunciation “must be in writing, unless the instrument 
is delivered up to the person primarily liable thereon.” A note 
may be discharged by any other act which will discharge a 
simple contract for the payment of money, but a gratuitous 
verbal release will not discharge such a contract because of 
lack of consideration.
No. 3. The misrepresentation of a material fact peculiarly within 
the knowledge of the seller and not palpably untrue consti­
tutes a fraud justifying recision of a sale made to a buyer who 
relies on that mispresentation in ignorance of the true facts. 
I t  is no defense to such an action that the buyer instituted an 
investigation nor that he failed to discover the truth through 
lack of diligence, if in fact the buyer relied on the representa­
tion. Judgment should therefore be given for Y.
No. 4. I t  would appear that the requirements of the by-laws had 
been met since, in the alternative to calling a meeting, sixty 
per cent of the stockholders had necessarily given their indi­
vidual assent by participating in the transaction. This would 
sufficiently authorize the conveyance in the absence of statute 
or charter provisions to the contrary and if no creditors’ rights 
intervene. Assuming the conveyance to have been unauthor­
ized, however, the participation of all the stockholders estop 
any of them from questioning the validity of the transaction, 
and their present action can not succeed.
No. 5. The purpose of the usual trust indenture in a bond issue 
is to convey real estate so that it will secure the bonds. This is 
usually done by a deed from the grantor (or mortgagor) con-
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veying the real estate to trustees for the purpose of securing 
the bond issue. The terms of the bonds are definitely stated. 
I t  is usually provided that the grantor may have the use of the 
property so long as there is no default, and that upon payment 
of the bonds the trustees are to release and reconvey the real 
estate to the grantor or mortgagor, but if there is a default in 
the payment of principal or interest of the bonds or in any of 
the other conditions of the deed of trust, such as keeping the 
property in repair, paying taxes, etc., trustees may, and upon 
the request of a certain proportion of the bondholders shall, sell 
the property and apply the proceeds to the payment of the 
bonds and expenses, returning the balance of the proceeds to 
the grantor or mortgagor.
No. 6. The agency of an insurance broker regularly representing 
no particular insurance company is largely a question of fact. 
Where no facts leading to a contrary conclusion appear, and 
in the absence of a state statute controlling the issue a broker 
is generally held to be the agent of the insured in all matters 
connected with the placing of the insurance, and the agent of 
the company for collecting the premiums. Alexander was there­
fore (a) Simpson’s agent in placing the insurance, (b) but the 
agent of the insurer in collecting premiums.
No. 7. When the contract is silent on the matter, wear and tear 
of equipment as well as insurance upon it is held in most 
jurisdictions to be one of the overhead costs of doing business 
and therefore not to be included in computing costs under a 
cost-plus contract. When “direct expenses” are defined as in­
cluding a charge for wear and tear of equipment, such an in­
clusion inferentially excludes all other equipment charges, and 
insurance premiums on equipment would be held not to be 
direct expenses under the contract.
No. 8. The general rule in this country, in the absence of a 
partnership agreement to the contrary, is that a widow has 
dower in partnership lands, acquired for the business of the 
partnerships, which are held at dissolution of the partnership, 
after satisfaction of the claims of partnership creditors and the 
equities of surviving partners. The right attaches only after 
dissolution. If  the land remains partnership property a t that 
time, Gage’s widow has dower in her husband’s share.
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No. 9. I t  is held under the uniform sales act that the title to 
goods shipped C.O.D. passes to the buyer on delivery of the 
goods to the carrier, and that only the right to possession is 
reserved to the seller unless the contract of sale specifically 
provides otherwise. If  thereafter the goods are delivered to the 
buyer without payment and he sells to a bona fide purchaser 
for value without notice, the seller loses the right to possession, 
and he can recover neither the goods nor their value from such 
purchaser. Before the sales act, recovery from the purchaser 
was allowed in some jurisdictions and denied in others, de­
pending on whether payment to the original seller was held to 
be a condition precedent to the passage of title from him.
No. 10. General legacies do not carry interest and profits on their 
amount during the first year of administration, and assuming 
the $300,000 to be of this class, none of the income accrued 
should be paid to the general legatees. A bequest of income 
for life from the residue, however, begins on the death of the 
testator and not from the payment of the fund to the trustee. 
The widow should therefore be paid such proportion of the 
income as is attributable to the clear residue of $100,000, and 
the balance paid the trustee, to be added to the corpus of the 
trust fund.
No. 11. Hess has the following remedies:
(a) To rescind the contract and recover from Smith the payment on account 
and the expenses incurred in examining the title.
(b) To sue Smith for breach of contract, the damages being measured by 
the difference between the market price and what remains to be paid 
under the contract.
(c) Hess may ratify Smith’s conveyance and sue Smith for the amount 
received less the amount that remains payable under the contract.
(d) Hess may bring a bill in equity against Smith and the grantee for specific 
performance of the contract of sale upon payment by Smith of the 
remainder of the purchase price, but only if the grantee had notice of 
the contract between Smith and Hess before the conveyance was made.
No. 12.
(a) No.
(b) May treat transaction on instalment basis since initial pay­
ment ($15,000) does not exceed forty per cent. of selling 
price ($40,000). See section 44 (b) revenue act of 1928, and 
article 353 of Reg. 74.
Selling price......................................................................... $40,000
C ost......................................................................................  30,000
Profit....................................................................................  $10,000
Taxable profit on each dollar received is
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10,000
40,000
X 100 25%
Taxable profit to be reported in 1929 return on instalment 
basis is 25% of $15,000, or $3,750.
(c) If  Blair & Co. have sustained losses in 1929 which amounted 
to approximately $10,000 and which would offset the full 
$10,000 profit to be reported on the real estate sale, I would 
not advise them to report on the instalment sale but would 
report all the profit in 1929.
If  Blair & Co., Inc., however, have their normal income in 
1929, I would advise reporting on the instalment basis for 
the reason that the payment of part of the tax is deferred 
and spread over a period of years, thus giving them the use 
of money which they would otherwise pay as taxes for 1929.
Accounting, May, 1931. Part II. No. 1
To save work in the cashbook, the following numerical chart 
of accounts will be used:
1 Atlas stock
2 Colonial bonds
3 Household furniture
4 Rolls-Royce automobile
5 Accrued interest receivable
6 Dividends receivable
7 Seaboard bonds
8 Corporation bonds
9 Estate corpus
10 Assets not inventoried
11 Funeral and administrative expense
12 Debts of decedent
13 Income
14 Expense—Income
15 Distributions of income cash
16 Legacy—L. Ryan
17 Legacy—Jane Walters
18 Legacy—Tom Green
19 Legacy—James Brown
20 Trustees
1926 J ournal
July 15 Atlas stock— 100 shares...............................  $20,000.00
Colonial bonds—6%—par value $10,000. 11,500.00
Household furniture.....................................  5,000.00
Rolls-Royce automobile..............................  8,000.00
Accrued int. receivable (Colonial bonds). 150.00
Estate corpus............................................ $44,650.00
Inventory of assets.
Aug. 15 Seaboard bonds—6% —par value, $5,000. 5,000.00
Accrued interest receivable.......................... 75.00
• Assets not inventoried............................. 5,075.00
Seaboard bonds held by Mr. Cohen,
and interest accrued to June 30.
Sept. 15 Dividends receivable....................................  400.00
Income........................................................ 400.00
Dividends declared on Atlas stock 
payable October 15, 1926.
1927
Mar. 15 Dividends receivable....................................  800.00
Income........................................................ 800.00
On Atlas stock, payable Apr. 15, 1927.
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July 15 Estate corpus.................................................  $28,750.00
Legacy—James Brown............................ $ 5,000.00
Legacy—L. R yan....................................................... 5,750.00
Legacy—Jane Walters............................  13,000.00
Legacy—Tom Green...............................  5,000.00
To set up the legacies as stated by
the will.
July 15 Legacy—James Brown................................  5,000.00
Legacy—L. R yan.......................................... 872.46
Legacy—Jane Walters.................................  1,898.25
Legacy—Tom Green....................................  730.10
Funeral and administrative
expense................................. 1,900.00
Debts of decedent...................  5,850.81
Loss on realization..................  750.00
To abate legacies as provided by will.
July 15 Accrued interest receivable.........................  170.00
Income........................................................ 170.00
Interest accrued on:
Seaboard bonds.....................  $ 87.50
Corporation bonds................  82.50
$170.00
July 15 Legacy—L. Ryan.......................................... 5,750.00
Colonial bonds.........................  5,750.00
Payment of specific legacy.
July 15 Legacy—Jane Walters.................................  13,000.00
Household furniture............... 5,000.00
Rolls-Royce automobile......... 8,000.00
Payment of specific legacy.
July 15 Assets not inventoried..................................  5,475.00
Estate corpus............................................. 5,475.00
To close the first-named account.
July 15 Estate corpus.................................................  41,375.00
Trustees.....................................................  41,375.00
To close the corpus account by credit 
to the trustees.
July 15 Trustees..........................................................  17,940.00
Atlas stock.................................................  10,000.00
Seaboard bonds..........................................................  5,000.00
Corporation bonds...................................  2,940.00
To transfer principal assets to trus­
tees. (See cashbook entry for transfer of 
cash.)
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July 15 Income.......................................................... $ 1,705.00
Expense—income...................................  $ 21.06
Distributions of income cash................. 500.00
Trustees...................................................  1,183.94
To close the accounts as to income,
  by credit to the trustees.
July 15 Trustees........................................................ 170.00
Accrued interest receivable...................  170.00
To transfer to trustees. (See cash­
book for transfer of income cash.)
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Note 1—Interest on note payable to Cohen (computed by the
United States rule).
Face of note—dated August 15, 1925...................................  $3,000.00
October 1, 1925: Coupon on Seaboard bonds......................$150.00
Less interest on $3,000.00 from August
15— at 6%...............................................  22.50 127.50
Balance of principal..............................................................  $2,872.50
April 1, 1926: Coupon on Seaboard bonds........ ................$150.00
Less interest on $2,872.50 from October 1 . .  86.18 63.82
Balance of principal...............................................................................  $2,808.68
June 30, 1926: Interest on $2,808.68 from April 1...........................  42,13
Debt of decedent.............................................................  $2,850.81
August 15: Charge to income for interest on $2,808.68 from
June 30 to August 15..............................................  $21.06
Note 2—Interest on Colonial bonds—6%:
L. Ryan
Corpus legacy Income
Interest collection, October 1, 1926:
On $10,000 par value from April 1 to
June 30................................................... $150.00
On $5,000 par value from June 30 to
October 1...............................................  $ 75.00
On $5,000 par value from June 30 to
October 1 ...............................................  $75.00
Interest collection, December 1, 1926, at
time of sale of $5,000 of bonds not
specifically w illed..................................... 75.00
Interest collection, October 1, 1927, on
bonds specifically willed........................ ' 150.00
Note 3—Abatement of legacies and cash received from legatees:
Legacies per will....................................
Interest on bonds specifically willed. . .
General.
Janies
Brown
$5,000.00
........Specific.........
Jane
L. Ryan  Walters /  
$5,750.00 $13,000.00
225.00
Demon­
strative  
Tom Green  
$ 5,000.00
Total.....................................................  $5,000.00 $5,975.00 $13,000.00 $5,000.00
Deductions from legacies:
Debts of decedent..................  $5,850.81
Funeral and administrative
expense..............................  1,900.00
Losses on sales of assets.........  750.00
Total............................. . .  $8,500.81
Charged to general legacy. . .  5,000.00 5,000.00
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Balance—in ratio of legacies:
Ratio.................................................................................(24.92 +  %) (54.22 +  %) (20.85 +  %)
Charge...................................... $3,500.81 872.46 1,898.25 730.10
Deduction for bond interest col­
lections retained by executrix 225.00
Cash collections from specific
legatees.....................................  $ 647.46 $ 1,898.25
Demonstrative legacy paid—net..............................................................................  $4,269.90
E state of J ohn R oberts 
Jane Walters, Executrix 
Charge-and-discharge statement as to principal 
July 15, 1926 to July 15, 1927
I charge myself with:
Assets per inventory (schedule A )................................................. $64,650.00
Assets subsequently discovered (schedule B).............................. 5,475.00
Income collected on specific legacy, for benefit of legatee.. .. 225.00
Collections from specific legatees to cover abatements of
legacies (schedule F)..................................................................... 2,545.71
Total charges.................................................................................. $72,895.71
I credit myself with:
Funeral and administrative expenses (schedule C)...................  $ 1,900.00
Debts of decedent (schedule D ).....................................................  5,850.81
Losses on assets realized (schedule E)..........................................  750.00
Legacies paid (schedule F )............................................................... 23,019.90
Balance as to principal— transferred to trustees (schedule G) 41,375.00
Total credits................................................................................... $72,895.71
Inventory of assets—July 15, 1926 (Schedule A)
Cash in First National Bank.................................................................. $20,000.00
Atlas stock— 100 shares...........................................................................  20,000.00
Colonial bonds 6%—par value $10,000...............................................  11,500.00
Household furniture.................................................................................. 5,000.00
Rolls-Royce automobile......................................   8,000.00
Accrued interest receivable— Colonial bonds.....................................  150.00
Total...................................................................................................  $64,650.00
Assets subsequently discovered (Schedule B)
Seaboard bonds 6%—par value $5,000...............................................  $ 5,000.00
Accrued interest receivable.....................................................................  75.00
Dividends receivable—Atlas stock.......................................................  400.00
Total...................................................................................................  $ 5,475.00
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Funeral and administrative expense (Schedule C)
Preliminary probate expense.................................................................  $ 100.00
Funeral expense......................................................................................... 800.00
Expenses of last illness............................................................................ 1,000.00
Total..................................................................................................  $ 1,900.00
Debts of decedent paid (Schedule D)
Payment to Ralph Cohen.......................................................................  $ 2,850.81
Debts of decedent paid February 1, 1927..........................................  3,000.00
Total................................................................................................... $ 5,850.81
Assets realized (Schedule E)
Atlas stock— 50 shares.................................
Inventory
values
. . . .  $10,000
Price 
realized 
$ 9,500
Loss on 
reali­
zation 
$500
Colonial bonds 6%—par $5,000................ 5,750 5,500 250
Dividends receivable—Atlas stock........... 400 400 . . . .
Accrued interest on Colonial bonds.......... 150 150
Total............................. ........... $16,300 $15,550 $750
Legacies paid (Schedule F)
James Jane Tom
Total Brown L. Ryan Walters Green
Amount of legacy, per will......... $28,750.00 $5,000.00 $5,750.00 $13,000.00 $5,000.00
Income collected on specific
legacy...................................... 225.00 225.00
Total................................. $28,975.00 $5,000.00 $5,975.00 $13,000.00 $5,000.00
Abatements, for debts, expenses
and losses............................... 8,500.81 5,000.00 872.46 1,898.25 730.10
Balances........................... $20,474.19 $ $5,102.54 $11,101.75 $4,269.90
Cash collected from legatees___ 2,545.71 647.46 1,898.25 ••
Balances........................... $23,019.90 $5,750.00 $13,000.00 $4,269.90
Paid as follows:
Colonial bonds......................... $5,750.00
Household furniture............... $ 5,000.00
Rolls-Royce automobile......... 8,000.00
Cash........................... .............. $4,269.90
Total......................................... .'................................  $5,750.00 $13,000.00 $4,269.90
Assets transferred to trustees (Schedule G)
Principal Income
Atlas stock—50 shares........................................................ $10,000.00 ___
Seaboard bonds—par value, $5,000, and accrued
interest............................................................................... 5,000.00 $ 87.50
Corporation bonds—par value, $3,000, and accrued
interest.............................................................    2,940.00 82.50
Cash in First National Bank...........................................  23,435.00 1,043.94
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Total.............................................................................. $41,375.00 $1,213.94
E state o r  John R oberts 
Jane Walters, Executrix 
Charge-and-discharge statement as to income
June 30, 1926, to July 15, 1927
I charge myself with:
Interest on Colonial bonds:
Collected October 1, 1926............................................  $300.00
Less:
Accrued at June 30, 1926................ $150.00
For account of Miss L. Ryan........... 75.00 225.00
Balance..............................................................  $ 75.00
Accrued to date of sale, December 1, 1926...........  50.00
Collected at April 1, 1927 for account of Miss L.
Ryan ($150)............................................................................ $ 125.00
Interest on Seaboard bonds:
Collected October 1, 1926..........................................  $150.00
Less accrued at June 30, 1926...............................  75.00
Balance.............................................................. $ 75.00
Collected April 1, 1927...............................................  150.00
Accrued from April 1, 1927 to July 15, 1927........  87.50 312.50
Interest on corporation bonds:
Collected February 1, 1927........................................ $ 90.00
Less accrued at date of purchase, January 1 , 1927 75.00
Balance..............................................................  $ 15.00
Accrued from February 1 ,  1927 to July 1 5 , 1927... 82.50 97.50
Dividends on Atlas stock:
October 15, 1926............................................................. $400.00
April 15, 1927.................................................................  800.00 1,200.00
Total charges...................................................  $1,735.00
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I credit myself with:
Interest paid............................................................................................  $ 21.06
Distribution to guardian of Walter Roberts.................................... 500.00
Balance transferred to trustees (schedule G)..................................  1,213.94
Total credits........................................................................  $1,735.00
Accounting, May, 1931. Part II. No. 2
Adjusting journal entries 
(Books of Kerry Dairy Company)
(A) Surplus..........................................................................................  $2,000
Investment— City Creamery..............................................  $2,000
To reverse arbitrary write-up of invest­
ment in City Creamery.
(B) Surplus.......................................................................................... 420
Reserve for inter-company profit in inven­
tories....................................................................................  420
Reserve for profit in inventories sold to sub­
sidiaries as follows:
City Creamery.....................................  ......... $ 3,000
Watson & Roan, Inc.......................................  1,200
T otal...................................................................... $ 4,200
10% thereof.................................................... 420
(C) Surplus.........................................................................  1,600
Reserve for inter-company profit in plant. . . .  1,600
To reserve for profit on plant and equip­
ment sold in June, 1929 to Newport Dairy Co. by 
Watson & Roan, Inc:
Selling price............................................................ $12,000
Cost to Watson & Roan, Inc............................. 10,000
Profit........................................................................ $ 2,000
Per cent, ownership in W. & R., Inc............... 80%
Holding company’s percentage of profit........  $ 1,600
(For tax purposes, a reserve of $2,000 
could be set up. Many accountants would set up 
a $2,000 reserve for general accounting purposes.)
(D) Cash in transit.........................................................  600
Accounts receivable.............................................. 600
Cash in transit from:
City Creamery............................................  $ 200
Watson & Roan, Inc.................................. 100
Newport Dairy Co..................................... ...........300
Total ...................................................  $ 600
.367
The principal working papers can be simplified by preparing 
the following preliminary working papers to determine:
(E) Minority interest in capital stock.
(F) Minority interest in surplus.
(G) Eliminations from investment accounts and from subsidiary capital stock 
and surplus accounts.
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P reliminary Working Papers 
Minority interest and investment eliminations
City
Creamery
Watson & 
Roan, Inc.
Newport 
Dairy Co. Total
Minority interest:
Per cent. of minority interest..................... 10% 20% 25%
Total capital stock........................................ 125,000 165,000 140,000
Total surplus, June 3 0 , 1929........................ 5,800 6,200 2,400*
Minority interest in:
Capital stock............................................. 2,500 13,000 10,000 $ 25,500 (E)
Surplus.................................................... 580 1,240 600* 1,220 (F)
Inter-company elimination:
Per cent. of stock owned.............................. 90% 80% 75%
Capital stock.................................................. 25,000 65,000 40,000
Surplus:
At acquisition—July 1 ,  1926.................. 3,500
July 1 ,  1927..................
June 3 0 , 1929—See note.......................... 6,200
Eliminations:
Stock.......................................................... 22,500 52,000 30,000 104,500 (G)
Surplus....................................................... 3,150 4,960 8,110 (G)
Total eliminations from investments $112,610 (G)
(*)Red
NOTE: Elimination from surplus of Watson & Roan, Inc., is based on surplus at
balance-sheet date, because holding company has taken up profits and losses 
through investment account.
We believe that in the examination the candidate should be 
permitted to save time by preparing working papers in the 
following form:
K erry D airy Company and Subsidiaries 
Consolidated balance-sheet working papers, June 3 0 , 1929
Totals
per . .  Adjustments. .
Assets problem Debit Credit
Cash................................................  $ 21,500 $ GOOD
Notes receivable............................  17,000
Accounts receivable......................  58,300 $ 600D
Merchandise inventories.................  40,000
Investments in subsidiaries.........  110,000 2,000A
Land................................................  18,500
Buildings..............................................  54,000
Plant equipment...........................  136,000
Delivery equipment.........................  27,000
Inter-  
company
eliminations
$ 13,000H 
  5,900I
112,610G
Consolidated 
balance- 
sheet 
$ 22,100
4,000
51,800
40,000
4,610*
18,500
54,000
136,000
27,000
$482,300 $131,510 $348,790
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Liabilities and net worth
Notes payable................................ 6 44,500
Accounts payable.......................... 33,100
Bonds payable...............................  60,000
Reserves for depreciation............. 69,100
Capital stock:
Holding company......................  125,000
Subsidiaries.................................  130,000
Surplus:
Holding company...................  11,000
Subsidiaries (less 12,400
deficit) ................................ 9,600
$ 13,000H $ 31,500 
5,900I 27,200
60,000 
69,100
125,000
104,500G 25,500B
2,000A  
420B  6,980
1,600C  
Minority interest................
Inter-company elimination 
Balance —  holding com­
pany’s portion not taken 
u p ......................................
Reserve for inter-company profit in:
Inventories...............................
Plant..........................................
1,220F
8,110G
270
420B 420
1,600C 1,600
$482,300 $4,620 $4 ,620 $131,510 $348,790
(*) Red
A, B, C, D— See adjusting journal entries.
E, F, G —See preliminary working papers.
H — Inter-company notes, per problem.
I -Inter-company accounts per problem after $600 adjustment to reconcile.
K erry D airy Company and Its S ubsidiaries 
Consolidated balance-sheet, June 30, 1929
Assets
Current assets:
Cash:
In banks........................................................... $ 21,500
In transit.........................................................  600 $ 22,100
Notes receivable....................................................................
Accounts receivable..............................................................
Inventories...........................................................  $ 40,000
Less—reserve for inter-company profits.. 420
4,000
51,800
39,580 $ 1 17,480
Fixed assets:
Plant equipment..............................  $136,000
Less— reserve for inter-com­
pany profit.............................. 1,600 $134,400
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Delivery equipment................................................
Buildings...................................................................
Total............................................................
Less—reserve for depreciation.................
Land......................................................................
$ 27,000 
54,000
$215,400 
69,100 $146,300
18,500 $164,800
$282,280
Liabilities and net worth
Current liabilities:
Notes payable........................................................................
Accounts payable..................................................................
Bonds payable.............................................................................
Minority interest:
Capital stock..........................................................................
Surplus.....................................................................................
Net worth:
Capital stock.................................................................... ......
Surplus.....................................................................................
Surplus arising through consolidation..............................
$ 31,500 
27,200 $ 58,700
60,000
$ 25,500.
1,220 26,720
$125,000
7,250
4,610 136,860
$282,280
Accounting, May, 1931. Part II. No. 3
X  Bank  and T rust Company
Statement of condition at close of business, December 31, 1930
Resources
Cash and due from banks:
Cash on hand...............................................................
Due from Federal Reserve Bank............................
Due from sundry banks............................................
Exchanges for clearing house...................................
Loans and discounts:
Demand collateral loans............................................
• Time collateral loans..................................................
Real estate loans.........................................................
Discounts......................................................................
$ 600,000 
1,000,000 
350,000 
200,000
$2,375,000
3,025,000
6,250,000
4,500,000
$ 2,150,000
16,150,000
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Securities:
Pledged:
U. S. government bonds..................
Unpledged:
U. S. government bonds................
Bonds other than U. S. govern­
ment..............................................
Stock in Federal Reserve Bank 
(50% of subscription)...............
Stocks other than Federal Re­
serve Bank..................................
$1,250,000
2,750,000
100,000
175,000
$ 250,000
4,275,000 $4,525,000
Overdrafts.................................................... 4,000
Customers’ liability for acceptances executed.......... $ 425,000
Less anticipations.................................. 45,000 380,000
Letters of credit—customers’ liability.. 50,000
Interest receivable accrued....................... 5,000
Bank premises and fixtures:
Bank premises........................................ $1,250,000
Furniture and fixtures.......................... 100,000 1,350,000
Miscellaneous real estate...............................................  75,000
$24,689,000
Liabilities
Deposits:
Commercial..................................................................  $6,250,000
Savings.........................................................................  8,750,000
Coupon..........................................................................  20,000
United States postal savings....................................  115,000
Due to banks...............................................................  . 585,000
Certificates of deposit................................................  250 000
Christmas clubs........................................................... 171,000
Certified cheques......................................................... 125,000
Official cheques........................  ................................. 46,000 $16,312,000
Rediscounts....................................................................... 1,250,000
Securities borrowed.........................................................  250,000
Acceptances outstanding...............................................  425,000
Letters of credit executed for customers.................... 50,000
Reserves, etc:
Interest, taxes, and other expenses........................  60,000  
Dividend payable, January 1, 1931........................ 30,000
Unearned discount...................................................... 40,000
Contingencies.................. .........................................  225,000 355,000
Capital, surplus and undivided profits:
Capital stock............................................   $3,000,000
Surplus............................................................  1,500,000
Undivided profits...........................................................  1,547,000 $  6,047,000
$ 24,689,000
A cco u n tin g , M ay, 1931. P art II . N o . 4
The new assessed value is computed as follows:
Under the new agreement:
The local taxes will be................................................ . 3% of the assessed value
The net income before federal income tax will be.. .  7% of the assessed value 
The income before any tax will b e..............................10% of the assessed value
The income before either tax is:
Net income before federal tax, on old basis
5% of $200,000 (original assessed value)..........................................  $ 10,000
Local tax on old basis:
3% of $200,000....................................................................................... 6,000
Net income before either tax..........................................................  $ 16,000
Then $ 16,000 ÷ .10 = $ 160,000, new assessed value.
Proof
Income before either tax............................................................................  $ 16,000
Local tax = 3% of $ 160,000..........................................................................  4,800
Income before federal income tax (7% of $ 160,000)...............................  $ 11,200
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Auditing, November, 1931.
No. 1. The turnover of a merchant or manufacturer is the num­
ber of times his investment in inventory is converted into other 
assets during a stated period.
The turnover of finished goods is computed by dividing the 
cost of goods sold by the finished goods inventory. The turn­
over of raw materials is computed by dividing the cost of raw 
materials used in manufacturing by the raw material inventory.
The inventory to be used as a divisor should be one which 
will represent the normal investment. If  the inventory does 
not vary materially during the period, the opening or closing 
inventory may be used as a divisor. If the inventory does vary 
materially, an average inventory should be used.
No. 2. The qualification in the certificate indicates:
(a) That the fixed assets have been written up at some time in the past by 
credit to surplus. The client should therefore be advised to inquire about 
the make-up of the present surplus balance. Does the entire balance 
represent an unrealized profit from appreciation? If so, there is no sur­
plus available for dividends. Was the appreciation credited to surplus to 
offset an operating deficit? If so, no surplus will be available for divi­
dends until the operating deficit has been made good through realized 
profits.
(b) That no provision is being made for writing off the appreciation. This is 
a most serious matter because, at the end of the useful life of the assets, 
the depreciation reserve will equal only the cost of the property. It will 
therefore be necessary to write off the appreciation against surplus; if, 
in the meantime, this false surplus has been dissipated through unwar­
ranted dividends, the company will find its capital impaired. The client 
should be advised to ascertain whether or not:
(i) The present surplus exceeds the original appreciation credit. If so, 
the appreciation should be transferred to a reserve, which should be 
maintained unimpaired until the end of the life of the assets. If 
this is done, depreciation can be continued on a cost basis, since the 
excess of the appraised value over the depreciation reserve ulti­
mately accumulated can be written off against the appraisal reserve.
(ii) The surplus is less than the original appreciation credit. If so, the 
client should determine what procedure the management proposes 
to follow in providing for the ultimate write-off of the appreciated 
value of the property.
No. 3. Obtain a certified copy of the inventory and a schedule of 
the liabilities of the estate, as shown by the probate court 
records, and determine that the items shown thereby have been
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taken into account, with proper credit to estate principal 
account for the net amount.
Verify the recorded cash receipts by reference to dividend 
lists (as to dividends which should have been received), by 
reference to the bonds and notes (as to interest which should 
have been received), and by reference to brokers’ statements, 
correspondence, etc. (as to other collections). Prepare a com­
parative statement of recorded receipts and bank deposits, 
to see that all recorded receipts have been deposited.
Verify the recorded disbursements by reference to canceled 
cheques, invoices and other vouchers.
The nature of all journal entries appearing in the cashbook 
should be determined, and adjustments should be made for 
cashbook entries not affecting cash.
After verifying, the receipts and disbursements and making 
corrections for journal entries in the cashbook, it should be 
possible to reconcile the bank account and to determine the 
sources of the discrepancy between the balance per books and 
the balance per the bank statement. (The difference between 
the cashbook balance and the bank balance may be represented 
by cash on hand.)
The assets shown by the inventory should be accounted for 
as on hand or sold. The method of and authority for the dis­
posal of any assets should be considered. The securities shown 
by the records to be still owned should be verified by inspection 
or confirmation. They should be valued at the inventory value 
if left by the decedent, or at cost if purchased since the date of 
death. A comparison of these values with market values 
should be shown in the report.
A schedule of liabilities should be prepared, and recorded 
payments should be vouched. The contingent liabilities aris­
ing from the decedent’s endorsements should be listed as of 
the date of his death, and accounted for (1) as eliminated by 
payment of the notes by the makers, (2) as still unpaid or (3) 
as having become actual liabilities.
Since the accounts appear to have been loosely kept, and 
since the discrepancy between the cashbook balance and the 
bank balance may indicate irregularities in the cash transac­
tions, it may be desirable to verify the receivables and payables 
by obtaining confirmations.
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Income and expenses would have been verified, in large 
measure, by the methods described for the verification of cash 
receipts and disbursements. The auditor should also give con­
sideration to accruals as of, and dividend declarations prior to, 
both the date of death and the date as of which the balance- 
sheet is being verified. The inheritance, estate and income 
tax payments should be verified. The auditor should see that 
a proper distinction has been made between income and 
realization profits and losses.
In auditing the accounts of an estate, it is of the utmost im­
portance to determine that the provisions of the will and the 
orders of the court have been strictly obeyed.
No. 4. In the case of Ultramares Corporation v. Touche, et. al., it 
was held that an accountant could be held liable to a creditor 
of his client who relies upon the certified statement and suffers 
a loss only in the case of fraud to which the accountant was a 
party.
The basis of the suit was that the accountant, if negligent, 
could be held for the amount of the losses sustained by credi­
tors of the client as a result of their having relied upon his 
report in advancing credit. In effect, this theory placed the 
accountant in the position of being an insurer to any and all, 
known or unknown, who might give credit to a client. I t  can 
readily be seen that, if this theory had been upheld, the ac­
countant would be required to increase the scope of his audits, 
and to increase his charges to compensate him for his risk to 
such a degree that the cost of examinations and investigations 
would be prohibitive. And what assurance would the account­
ant have that his client was not in collusion with certain 
creditors?
The conclusion is obvious, for had the court held that the 
accountant could be held liable for negligence to others than 
his client, accountancy and certain other professions would 
soon disappear.
No. 5. The accountant should ascertain from the insurance com­
pany direct or from the partnership agreement the beneficiaries 
of the insurance policy and the amounts payable to them. If  
the partnership is the beneficiary, the amount collected should 
be distributed, when received, in the partnership profit-and-
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loss sharing ratio. If the estate of A is the beneficiary, the 
administrator or executor should be so informed. If  the sur­
viving partner B is the sole beneficiary, the amount collected 
does not have to be recorded upon the partnership books.
In the statement of affairs which the accountant is engaged 
to prepare, he should show as an asset the face of the policy, 
less any cash surrender value set up on the books, if the 
partnership is the beneficiary.
No. 6. Following are the required definitions:
(a) Cost less accrued depreciation represents the original cost less deprecia­
tion computed on the basis of the original cost, the estimated life and the 
estimative residual value of the property. This basis of valuation is 
commonly used for balance-sheet purposes.
(b) Cost of reproduction new less accrued depreciation represents the esti­
mated cost of replacing the assets by new assets of a like kind, less a 
depreciation deduction based on the reproduction cost and upon (i) the 
ratio of expired life to estimated total life of the asset or (ii) the degree 
of actual physical deterioration as estimated by the appraisers.
This basis of valuation is used when it is desired to show present values 
for purposes of financing, reorganization or determination of costs. It 
is also used by public utilities in rate cases.
No. 7. The importer does not own the merchandise which he 
receives and for which he signs a trust receipt. The goods are 
held by him in trust for the bank, and are collateral security 
for the payment of the draft at maturity.
If  the importer were allowed to sell the goods and mingle 
the proceeds with his own funds, the trust status would disap­
pear and the bank would become merely a general creditor. 
Therefore such trust receipts require that, if the goods are sold 
before the maturity of the related draft, the proceeds, up to 
the amount of the draft, must be remitted immediately to the 
bank in payment of the draft.  
The auditor should determine whether the importer has 
regularly complied with this requirement or not.
No. 8. Confirmations of the several amounts should be obtained 
as follows:
(a) A statement should be sent to Abbott with a request that he confirm his 
account. A copy of the statement of Abbott’s account should be sent to 
Brown with a request that he confirm his guaranty of the account, in 
order to ascertain whether or not he had withdrawn his guaranty.
(b) A statement of the joint account should be sent to both Carter and Davis 
with a request that they confirm the account and that they state their
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respective interests in it. This information should be requested to obtain 
a confirmation of all of the transactions of the period, particularly those 
ordered by either which might not have received the assent of the other. 
The data as to the relative interests held in the account by Carter and 
Davis should be of interest to the broker in conjunction with such data 
as he may have regarding the financial worth of both Carter and Davis.
(c) A statement of his account should be sent to Elliott with a copy of the 
statement of the account with Gaunt, with a request that Elliott confirm 
his own account and his guaranty of the account of Gaunt.
A statement of his account should be sent to Gaunt with a request for 
confirmation.
A statement of his account should be sent to Flynn with copies of the 
statements of the accounts of both Elliott and Gaunt, with a request that 
Flynn confirm his own account, his guaranty of Elliott’s account and his 
guaranty of Elliott’s guaranty of Gaunt’s account.
The purpose of obtaining these confirmations is to ascertain the correct­
ness of the several statements, that the several guaranties have not been 
withdrawn and that Flynn’s guaranty of Elliott’s account includes 
Elliott’s guaranty of the account of Gaunt.
(d) A statement of his account and the account, Harris, Special, should be 
sent to Harris with a request for confirmation of both accounts for the 
purpose of ascertaining, particularly, that the account of Harris, Special, 
is not a dummy account being conducted to cover transactions of some 
one other than Harris.
No. 9. The balance-sheet presentation of sold or hypothecated 
accounts receivable will depend upon the conditions.
(1) When the accounts receivable have been sold without a guaranty, that 
is, without recourse, no mention need be made of that fact on the books 
or on the balance-sheet.
(2) If the selling company guarantees the accounts receivable sold, a foot­
note to that effect should be appended to the balance-sheet.
(3) When accounts receivable have been hypothecated, the amount so 
pledged should be set out separately in the receivable section of the 
balance-sheet, with a parenthetical note stating that these accounts were 
pledged to secure loans of blank amount, per contra. The liability to the 
lending company should appear as a separate item on the liability side 
of the balance-sheet, with a note to the effect that the loans were secured 
by accounts receivable of blank amount, per contra.
No. 10. The auditor has merely determined that the recorded 
receipts have been deposited; he has not determined that all 
of the receipts have been properly recorded. There appear to 
be two possibilities of misappropriation:
(a) By collusion between the dock tender and the cashier the record of 
revenue could be omitted from the appointment schedule, and the cash
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receipts could be abstracted by the cashier. The detection of such ir­
regularities would perhaps require the services of a detective.
(b) The cashier, without collusion with any other party, could abstract cash 
received from rentals of boats by the hour or day, deposit in its place 
cheques received for monthly rentals, berth privileges, etc., and make 
no entry for the receipt of such cheques. The auditor should obtain the 
original deposit tickets from the bank and see that all cheques entered 
on the deposit tickets were properly recorded.
Accounting, November, 1931. Part I. No. 1
(1) Journal entries necessary to adjust account of company B:
(1) Inventories, January 1, 1930:
Finished goods........................................................................  $2,592
Jobbing goods.......................................................................... 864
Reserve to reduce company B’s account to inventory cost
value, January 1 ,  1930...........................................................  144
Accounts receivable “B” .................................................. $3,600
To eliminate from receivables the consign­
ment account o f......................................... $3,600
And the reserve o f . ........................................  144
The net amount represents the cost of
goods on consignment Jan. 1 ,  1930......... $3,456
Consisting of:
Manufactured goods— 75%.................... $2,592
Jobbing goods—25%................................  864
Total....................................................  $3,456
(2) Sales—manufactured goods......................................................  $ 474
Sales—jobbing goods.................................................................. 158
Accounts receivable—“ B” ...................................................  $ 632
To reverse entry made by company debiting 
accounts receivable and crediting sales with 
consignments during 1930:
Manufactured goods—75% .................... $474
Jobbing goods—25%................................ 158
(3) Accounts receivable—“B”......................................................  2,560
Sales—manufactured goods.................................................  1,920
Sales—jobbing goods.............................................................  640
To reverse entry made by company debiting sales and 
crediting accounts receivable with consigned goods re­
turned. (Ratio of 75% and 25%.)
(4) Accounts receivable—“B”......................................................  2,344
Sales—manufactured goods.................................................  1,758
Sales—jobbing goods.............................................................  586
To record in the sales account the actual sales of con­
signed goods. (Ratio of 75% and 25%.)
(5) Selling expenses........................................................................... 58
Accounts receivable—“ B” ...................................................  58
To charge off expenses.
378
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Computation of cost of goods on consignment and on hand 
December 31, 1930
Total Manufactured Jobbing
On consignment:
Consignment customers* accounts at 
prices billed by company B—  
apportioned in ratio of 75% and
25%....................................................$1,218.00 $ 913.50 $ 304.50
These prices include a profit of 45% (on cost) 
added by company B. To reduce to cost to B,
divide by 145% .................................................  $ 630.00 $ 210.00
To reduce to cost to A, multiply by ratio of A’s
costs to its selling prices....................................  65% 75%
Cost to company A...........................
On hand—per problem..........................
.....................  $ 409.50
.....................  7,246.00
$ 157.50 
4,463.00
Total...................................... $4,620.50
(2) Company A
Statement of cost of goods manufactured and sold
For the year ended December 31, 1930
Particulars
Manufac­
tured goods
Jobbing
goods Total
Inventory—raw materials, January 1, 
1930....................................................... $ 7,492.00 $ 7,492.00
Inventory—jobbing goods, January 1,
1930....................................................... $ 3,428.00 3,428.00
Total.....................: ........................ $ 7,492.00 $ 3,428.00 $ 10,920.00
Purchases during the year, 1930........... 88,838.00 44,045.00 132,883.00
Finished goods inventory, January 1,
1930....................................................... 13,065.00 13,065.00
Sundry accounts, applicable to cost of
manufacturing and cost of sales.. . . 43,232.00 43,232.00
Total................................................ $152,627.00 $47,473.00 $200,100.00
Deduct—inventories at December 31,
1930:
Raw materials..................................... $ 6,780.00 $ 6,780.00
Finished and jobbing goods.............. 7,655.50 $ 4,620.50 12,276.00
Total deduction.............................  $ 14,435.50 $ 4,620.50 $ 19,056.00
Cost of goods manufactured and sold. $138,191.50 $42,852.50 $181,044.00
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(3) Company A
Statement of profit-and-loss for the year ended December 31, 1930
Particulars
Sales...........................................................
Cost of sales (2)......................................
Manufac­
tured goods 
$166,925.00 
138,191.50
Jobbing
goods
$55,669.00
42,852.50
Total
$222,594.00.
181,044.00
Gross profit on sales.............................. $ 28,733.50 $12,816.50 $ 41,550.00
Sundry expenses applicable to profit and
loss..............................................................  51,370.00
N et loss for the year ended December 31,
1930............................................................. $ 9,820.00
(4) Company A
Balance-sheet— December 31, 1930
Assets
Current assets:
Cash.................................................... $ 2,438.00
Accounts receivable........................ $ 37,711.00
Less—reserve for bad debts . . .  3,500.00 34,211.00
Inventories:
On hand:
Raw material. . .  $6,780.00 
Jobbing goods . .  4,463.00
Finished goods.. 7,246.00 $ 18,489.00
On consignment:
Finished goods.. $ 409.50
Jobbing goods. .  157.50 567.00 19,056.00 $ 55,705.00
Machinery and equipment.................
Less—reserve for depreciation.. . .
Prepaid insurance.................................
$14,622.00
12,021.00 2,601.00 
1,300.00
$ 59,606.00
Liabilities and net worth
  Current liabilities:
Notes and accounts payable......... $ 24,215.00
N et worth:
Capital stock....................................  $18,500.00
Surplus:
Balance January 1, 1930........... $ 26,711.00
Less—loss for year (3).......... 9,820.00 16,891.00 35,391.00
$ 59,606.00
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Accounting, November, 1931. Part I. No. 2
I t  will presumably be desired to adjust the property valuations 
on the subsidiary books to the appraised values. This may be 
done by the following entries:
Books of Company M:
(1) Property...................................................................... $1,000,000
Reserves for depletion and depreciation..................  800,000
Appraisal surplus............... ....................................  $1,800,000
Appraised value... ...................... $2,600,000
Book value:
Property..................$1,600,000
Less reserve............  800,000 800,000
Net increase................  $1,800,000
Recorded by:
Elimination of reserve ............. $ 800,000
Addition to property account..  1,000,000
Total....................................... $1,800,000
Books of Company P:
(2) Property......................................................................  2,600,000
Reserves for depletion and depreciation....................  600,000
Appraisal surplus.....................................................  3,200,000
Appraised value.............................. $4,400,000
Book value:
Property..................$1,800,000
Less reserve............... 600,000 1,200,000
Net increase........................... $3,200,000
Recorded by:
Elimination of reserve................$ 600,000
Addition to property account.. 2,600,000
Total....................................... $3,200,000
The parent company will presumably desire to record the invest­
ments in subsidiary stocks on the basis of the adjusted book values 
after giving effect to the appraisals, as follows:
accounting—November, 1931
Company M  Company P
Capital stock....................................................................  $1,500,000 $1,000,000
Surplus (Deficit*) ........................................................... 300,000* 200,000*
Appraisal surplus...........................................................  1,800,000 3,200,000
Adjusted book values........  .......................................  $3,000,000 $4,000,000
Shares outstanding (on assumption of $100 par) ........  15,000 10,000
Book value per share.......................................................  $200 $400
Shares acquired. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  14,900 10,000
Valuation to be placed on investments in subsidiaries. $2,980,000 $4,000,000
Although these investments are acquired by issuance of company K  
stock, we do not think that the K  capital stock accounts should be 
credited with the amounts debited to the investment accounts.
To show what difficulties would be encountered i f  this were done, 
let us deal with company P  only (for purposes of illustration) and 
assume that the investment in company P were recorded as follows:
On books of company K:
Investment in company P .....................................
Capital stock. . . . . . . . . . . . . . . . . . . . . . . .
$4,000,000
$4,000,000
Company P's balance-sheet at the date of acquisition would contain 
the following balances:
Property......................... $4,400,000 Liabilities. . . .  $  600,000
Cash and other assets.. .  200,000 Net worth:
Capital stock $1,000,000
Deficit.........  200,000*
Appraisal
surplus. .  3,200,000 4,000,000
$4,600,000 $4,600,000
*Red
The $4,000,000 balance in the investment account is equal to the 
net worth shown by company P's balance-sheet, and no difficulty is 
yet encountered, but let us now assume that, by the end of the year, 
company P  has made a profit of $600,000 before depreciation and 
depletion. Its “cash and other assets" are thus increased to $800,000. 
Assume that depreciation and depletion are provided at 10% of 
appraised values, thus:
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Appraisal surplus (10% of write-up)......................................... $320,000
Profit-and-loss................................................................................. 120,000
Reserves for depreciation and depletion (10% of $4,400,000) $440,000
Company P's net profit will be $600,000-$120,000, or $480,000; 
it will have a surplus of $280,000 instead of a deficit of $200,000; 
and its balance-sheet will contain the following balances:
Property......................... $4,400,000
Cash and other assets.. .  800,000
Liabilities...............................$  600,000
Reserves for depreciation and
depletion............................  440,000
Net worth:
Capital stock. $1,000,000
Surplus......... 280,000
Appraisal
su rp lu s... 2,880,000 4,160,000
$5,200,000 $5,200,000
When company K  takes up the profit of company P, by debit to 
the investment account and credit to income, the investment account 
will appear as follows:
Original balance...............................................................$4,000,000
Add profit..........................................................................  480,000
T otal....................................................................... $4,480,000
But the net worth of company P  is on ly ........................  4,160,000
Hence the investment account is overstated......... $ 320,000
This $320,000 is the portion of depreciation and depletion which 
company P  charged to the appraisal reserve. This indicates that, 
although the subsidiary can compute its profits by charging operations 
with depreciation and depletion on the original value of its property, 
the parent company, after taking up the profit on that basis, must 
write down the investment account by the amount of depreciation 
2nd depletion charged by the subsidiary against the appraisal 
surplus.
(a) If, a t the time of acquiring the subsidiary stock, its entire 
value is credited by company K to its capital stock account, the 
subsequent annual write-offs of the investment account will have 
to be made against profit-and-loss or surplus. To avoid this, 
company K may create capital-surplus or appraisal-surplus ac-
counts against which these write-offs can be made, by recording 
the stock acquisitions as follows:
Books of company K:
(3) Investment in company P ...................................... . . .  $4,000,000
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Capital stock—40,000 shares................................... $ 800,000
Capital surplus...........................................................  3,200,000
To record the acquisition of all of the stock of 
company P. Capital stock account is credited with 
the unadjusted book value of the P stock as shown 
by the books of that company, and capital surplus 
is credited with the amount of the appraisal increase.
(4) Investment in company M..........................................  2,980,000
Capital stock—29,800 shares................................... 1,192,000
Capital surplus...........................................................  1,788,000
To record the acquisition of 14,900 shares of 
stock of company M, capital stock being credited 
with the unadjusted book value of the stock ac­
quired and capital surplus being credited with the 
portion of the appraisal write-up applicable to the 
stock acquired, as follows:
Unadjusted 
book value
Appraisal
reserve
Value applicable to
15,000 shares.......... . $1,200,000 $1,800,000
Value per share........... 80 120
Value applicable to
14,900 shares.......... . 1,192,000 1,788,000
(5) C ash.................................................................................. 2,000,000
Capital stock—20,000 shares..................................  2,000,000
Issuance of stock for cash.
(b) The five foregoing journal entries are applied in the follow­
ing working papers.
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Company K and  S ubsidiaries 
Consolidated balance-sheet 
Date 
Assets
Cash............................................................................................................. $2,300,000
Properties—at appraised value............................................................. 7,000,000
Sundry other assets.................................................................................. 600,000
$9,900,000
Liabilities
Sundry liabilities..................................................................................
Minority interest in company M:
Capital stock.................................................................  $ 10,000
Deficit.............................................................................  2,000*
Capital surplus—from appraisal...............................  12,000
$ 900,000
20,000
Net worth:
Capital stock—no par value—  
Authorized, 100,000 shares:
Outstanding, 89,800 shares.................................... $3,992,000
Capital surplus— from appraisal............ ..................  4,988,000 8,980,000
$9,900,000
(c) The minority interest in company M is 1/150th of the 
capital stock, deficit and appraisal surplus of that company.
(d) The “capital” accounts are assumed to mean the capital- 
stock accounts. The subsidiary capital-stock accounts are 
eliminated, with the exception of the portion held by minority 
interests. Only the capital stock of the parent company is shown 
under the net worth caption, since the consolidated balance-sheet 
is in effect a balance-sheet of the parent company, with under­
lying assets and liabilities included instead of the stock invest­
ment accounts.
(e) The property is shown at appraised value, because the 
promoters of the consolidation would probably prefer that value. 
The accountant should not object if the write-ups are not credited 
to profit-and-loss surplus.
(f) In preparing consolidated profit-and-loss statements and 
balance-sheets at subsequent dates:
Each subsidiary will credit depreciation and depletion re­
serves with provisions based on the appraised values, charging 
income and appraisal surplus.
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The parent company will debit capital surplus and credit the 
investment accounts with amounts equal to the charges made by 
the respective subsidiaries against their appraisal surplus accounts. 
Accounting, November, 1931. Part I. No. 3
This problem is subject to several different solutions, depending 
upon the treatment of such items as the net cost of operating the 
wangan and cook-house, the depreciation on the machinery and 
equipment, and the difference of 570,000 feet of logs cut, but 
not rigged.
In this solution, the net cost of operating the wangan and the 
cook-house is considered as an operating cost, although it may be 
assumed to be applicable to the entire operations of the camp, 
including sales and administration.
The depreciation on machinery and equipment is treated as a 
general expense, as the problem states that “equipment deprecia­
tion is to be considered as a general expense.” I t is possible that 
some candidates would ignore the requirement of the examiners 
and apply the depreciation on this asset to the cost of operations.
Under (3), it will be noted that of the 26,040,000 feet logged 
during the year, 25,470,000 feet were rigged (placed in heaps or 
piles). In the following solution, the difference of 570,000 feet 
is shown as an inventory of logs felled and bucked—that is, cut, 
but not placed in heaps or piles. I t  is possible that some candi­
dates will consider these 570,000 feet as waste,
E xplanatory A djustments
(1)
Labor:
Felling and bucking...................................................
Rigging.........................................................................
Cook-house..................................................................
Wangan........................................................................
Labor........................................................................
To distribute the labor account.
$17,100.00
36,550.00
3,540.00
2,210.00
$59,400.00
(2)
Bond interest.................................................................... 3,000.00
Bond interest accrued................................................  3,000.00
To set up the accrued liability for bond interest 
coupons due January 1, 1931, 3% on the $100,000 
bonds outstanding at December 31 , 1931.
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(3)
Surplus.................................................................................  $15,000.00
Dividends payable........................................................  $15,000.00
To record the declaration of the 3% dividend on 
the $500,000 of capital stock outstanding.
(4)
Depreciation:
Tools.................................................................................
Cables..............................................................................
Skidroads.........................................................................
Machinery and equipment..........................................
Office furniture and fixtures.......................................
Reserves for depreciation:
Tools......................................................................
Cables....................................................................
Skidroads............................................. ................
Machinery and equipment...............................
Office furniture and fixtures.............................
To set aside depreciation for the year on the 
basis of logs handled.
542.50
3,480.90
12,586.00
8,642.67
578.75
542.50
3,480.90
12,586.00
8,642.67
578.75
The problem requires that the fixed assets be written off in 
proportion to the footage handled. The depreciation to be 
charged for the year is, therefore:
Total 
cost of
60,000M 
feet
Footage
handled
Propor­
tion
Depre­
ciation
Tools.............................................. . $ 1,250 26,040M 43.4% $ 542.50
Skidroads...................................... . 29,000 26.040M 43.4% 12,586.00
Cables............................................ 8,200 25.470M 42.45% 3,480.90
Machinery and equipment.. . . 22,400 23,150M 38.583% 8,642.67
Office furniture and fixtures.. . 1,500 23,150M 38.583% 578.75
Depreciation of machinery and equipment and of office furni­
ture and fixtures is computed on the basis of quantities sold, for 
two reasons:
(1) The problem does not give data as to the values of machinery and 
equipment used in the various operations; hence depreciation can 
not be computed on the basis of the assets used in the various opera­
tions and the quantities of logs passing through these operations.
(2) Since the problem stipulates that the depreciation shall be shown as a 
general expense rather than as a production expense, it seems more 
consistent to base she charge on the quantity sold than on the 
quantity produced.
390 A N SW E R S
(5)
Stumpage used...................................................................  $68,485.20
Clearing cost amortized...................................................  1,041.60
Standing timber (stumpage)......................................
Clearing cost..................................................................
To charge operations with the proportion of 
stumpage and clearing cost used during the year on 
the basis of logs cut.
Cost of
Total cost logs cut 
(60,000M ft.) (26,040M ft.)
Stumpage..................  $157,800.00 $68,485.20
Clearing cost.............  2,400.00 1,041.60
(6)
Inventory of logs—felled and bucked........................... 1,908.08
Inventory of logs—in water............................................  13,326.85
Cost of operations........................................................
To set up the inventories of logs felled and
bucked, and in water (exhibit C).
(7)
Cost of operating wangan................................................  2,090.00
Wangan sales....................................  1,320.00
Inventory—wangan— December 31, 1930...................  160.00
Inventory—January 1, 1930......................................
Purchases.......................................................................
Labor..................................... ........................................
To record the net cost of operating the wangan 
for the year 1930 (schedule I).
(8)
Cost of operating cook-house..........................................  590.00
Cook-house sales................................................................  15,250.00
Inventory—cook-house....................................................  300.00
Inventory—January 1, 1930......................................
Purchases...............  .....................................................
Labor...............................................................................
To record the cost of operating the cook-house 
for the year 1930 (schedule II).
$68,485.20
1,041.60
15,234.93
150.00
1,210.00
2,210.00
250.00
12,350.00
3,540.00
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Samoset Logging Company— Camp N o. 1 Schedule I  
Statement of cost of operating wangan for the year ended December 31, 1930 
Materials and supplies:
Inventory—January 1, 1930......................................  $ 150.00
Purchases.......................................................................  1,210.00
Total...........................................................................  $ 1,360.00
Less— inventory, December 31, 1930.......................  160.00
Materials and supplies used.................................. $ 1,200.00
Labor....................................................................................  2,210.00
Total cost............................................................................  $ 3,410.00
Less—wangan sales........................................................... 1,320.00
Cost of operating wangan................................................ $ 2,090.00
Statement of Cost of Operating Cook-H ouse Schedule I I  
For the year ended December 31, 1930
Materials and supplies:
Inventory, January 1, 1930........................................  $ 250.00
Purchases.......................................................................  12,350.00
Total.............................................. . ........................... $12,600.00
Less— inventory, December 31, 1930.....................  300.00
Materials and supplies used..................................  $12,300.00
Labor....................................................................................  3,540.00
Total cost............................................................................. $15,840.00
Less—cook-house sales.....................................................  15,250.00
Cost of operating cook-house.......................................... $ 590.00
Samoset Logging Company— Camp N o. 1 Exhibit C 
Statement of operating cost for the year ended December 31, 1930
Per
thousand
Quantity Amount feet
Cost of logs felled and bucked:
Stumpage..................................................  26,040M $ 68,485.20 $2,630
Clearing cost.............................................  1,041.60 . 040
Depreciation of tools............................... 542.50 . .021
Felling and bucking labor...................... 17,100.00 .657
Total......................................................  26,040M $ 87,169.30 $3,348
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Deduct— inventory of logs felled and
bucked........................................................ 570M $ 1,908.08 $3,348
Felling and bucking cost of logs rigged. . . 25,470M $ 85,261.22 $3,348
Rigging maintenance................................... 4,850.00 .190
Rigging labor................................................. 36,550.00 1.435
Depreciation of cables................................. 3,480.90 .137
Depreciation of skidroads...................... 12,586.00 .494
Cost of logs rigged........................................ 25,470 M $142,728.12 $5,604
Other operating costs:
Other operating expenses....................... 900.00 .035
Net cost of operating wangan (schedule
1)............................................................. 2,090.00 .082
Net cost of operating cook-house
(schedule 2).......................................... 590.00 .023
Cost of logs rigged—placed in water. . . .  
Deduct—inventory of logs in water..........
25,470M
2,320M
$146,308.12
13,326.85
$5. 744
5.744
Cost of logs sold............................................ 23,150M $132,981.27 $5.744
Samoset Logging Company— Camp No. 1 Exhibit B
Statement of profit-and-loss for the year ended December 31, 1930
Per
thousand
Sales (23,150M feet)..............................
Cost of sales (exhibit C).......................
Amount
.............................. $185,200.00
.............................. 132,981.27
feet
$8,000
5.744
Gross profit on sales............................... .............................. $ 52,218.73 $2. 256
Deduct expenses:
Salaries—administrative.................. . . . .  $10,000.00 $ .432
Office expenses.................................... 2,550.00 .110
Sundry expenses—general............... 710.00 .031
Depreciation—equipment................ 8,642.67 .373
Depreciation—office fixtures........... 578.75 .025
Total expenses............................... .............................. 22,481.42 $ .971
Net profit from operations.. ........... .............................. $ 29,737.31 $1,285
Deduct bond interest............................. .............................. 6,000.00 .260
Net profit for the year before provision for federal in-
come taxes........................................... .............................. $ 23,737.31 $1.025
Samoset Logging Company— Camp N o. 1 Exhibit A  
Balance-sheet— December 31, 1930
Assets
Current assets:
Cash:
In bank.........................................  $422,500.00
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Petty cash...................... ............. 1,750.00 $424,250.00
Accounts receivable.......... 165,450.00
Inventories:
Logs—felled and bucked........... $ 1,908.08
Logs—in water............. 13,326.85
Cook-house.................... 300.00
Wangan.......................... 160.00 15,694.93 $605,394.93
Standing timber:
Stumpage........................... $ 89,314.80
Clearing cost...................... 1,358.40 90,673.20
Fixed assets:
Reserve for Depreciated
Cost depreciation value
Machinery and equip­
ment.............................. $22,400 $ 8,642.67 $ 13,757.33
Tools........... ...................... 1,250 542.50 707.50
Cables................................ 8,200 3,480.90 4,719.10
Skidroads.......................... 29,000 12,586.00 16,414.00
Office fixtures................... 1,500 578.75 921.25
$62,350 $ 25,830.82 $ 36,519.18 36,519.18
$732,587.31
Liabilities and net worth
Current liabilities:
Notes payable.................................. $ 50,000.00
Accounts payable............................ 18,750.00
Payrolls accrued.............................. 37,100.00
Bond interest accrued.................... 3,000.00
Dividends payable........................... 15,000.00 $123,850.00
Bonds—6 per cent................................ 100,000.00
Net worth:
Capital stock.................................... $500,000.00
Surplus:
Net profit for 1930 before provi­
sion for federal income taxes $ 23,737.31
Dividends paid........................... 15,000.00 8,737.31 508,737.31
5732,587.31
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Accounting, November, 1931. Part I. No. 4
Let B  equal the bonus, and let T  equal the tax.
(1) B  =  .10 [550,000 -  (.06 X 5300,000)
(2) B =  .10 (550,000 -  518,000 -  T)
(3) 10B =  532,000 -  T
(4) T  =  .12 (550,000 -  B)
(5) T  =  56,000 -  .12B
Substituting value of T  in (5) for T  in (3)
(6) 10B =  $32,000 -  ($6,000 -  .12B)
(7) 10B -  526,000 +  .12B
(8) 9.88B =  $26,000
(9) B =  $2,631.58
(5) T  =  56,000 -  .12B
(10) T  =  56,000 -  (.12 X 52,631.58)
( 11) T  =  $6,000 -  $315.79
(12) T  =  $ 5,684.21
Proof
Computation of tax:
Net profit before deducting bonus and tax...................................  $ 50,000.00
Deduct bonus.............. ......................................................................... 2,631.58
Taxable net income.....................................  ..................................... $47,368.42
Rate of tax for the year 1930...........................................................  12%
Tax (12% of $47,368.42).................................................................... 5 5,684.21
Computation of bonus:
N et profit before deducting bonus and tax...................................  $50,000.00
6 per cent, of invested capital of $300,000.................................... 18,000.00
Remainder.............................................................................................  $32,000.00
Tax..........................................................................................................  5,684.21
N et profit before bonus......................................................................  526,315.79
Bonus (10% of 526,315.79)...............................................................  $  2,631.58
Computation of the true rate of return on the investment
Net profit before deducting bonus and tax..........  550,000.00
Deduct:
Bonus.................................................................. 5 2,631.58
Tax............................................................................  5,684.21 8,315.79
N et profit for the year....................................  541,684.21
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The rate of return on the invested capital of $300,000
is, therefore, $41,684.21 ÷  $300,000 or................. 13.8947%
The rate of return on the average invested capital 
for the year is:
Invested capital beginning of year....................  $300,000.00
Invested capital end of year................................ 341,684.21
T otal................................................................   $641,684.21
Average invested capital for year......................  $320,842.10
Rate of return—$41,684.21 ÷  $320,842.10 = 13.00%
Accounting, November, 1931. Part I. No. 5
I t  is proposed to retire $14,000,000 of 6% bonds by issuance of 
a larger amount of bonds. We are told that the cost will
eventually be the same. This presumably means that the annual 
saving in interest payments will be offset by the payment, five 
years hence, of the principal amount in excess of $14,000,000.
Presumably, the annual savings in interest would be deposited 
in a fund to accumulate until the maturity of the bonds when the 
additional payment would be made. Since the amount of 1 at 
the end of 5 years is given on a 4)^%  basis, there is an implica­
tion that this fund would earn 4½ % compound interest. Each 
dollar invested in this fund would therefore amount to 
$.246182÷ .045, or $5.4707.
The annual interest charge on the present issue of 6% bonds is 6% of 
$14,000,000, or $840,000.
If we let X  =  the amount of 4½ % bonds proposed to be issued in excess 
of $14,000,000,
The annual interest charge on the proposed bond issue will be .045 
($14,000,000 +  X )
The annual saving in interest is to be deposited in a sinking fund to
produce X  in 5 years. The required annual deposit will be
X
5.4707
X
Therefore $840,000 =  .045 ($14,000,000 +  X ) +  — —-  
5.4707
$840,000 =  $630,000 +  .045X  +  .18279196X  
. 22779196X =  $210,000
X  =  $921,893.82
The proposed issue would approximate $14,921,893.82.
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Proof
Present interest charges— 6% of $14,000,000.................................. $840,000.00
Interest at 4 ½ % on $14,921,893.82................... . ............................  671,485.22
Saving to be deposited into a sinking fund and to bear interest
at 4½ %...............................................................................................  $168,514.78
The amount of the saving, $168,514.78 multiplied by the amount
of an annuity of $1 for five years at 4 ½ %—5.4707.................  $921,893.82
While the preceding solution is based upon the assumption that 
the sinking fu n d  to amortize the amount of the additional bonds is 
to bear interest at 4½  per cent., the argument may be advanced that 
the issuance of 4½  per cent. interest-bearing bonds in the larger 
amount in exchange fo r  the $14,000,000 of 6 per cent. bonds indi­
cates an effective rate of 6 per cent., which should be used in com­
puting the annual contribution to the sinking fund. In  the alterna­
tive method which follows, this 6 per cent. rate is used.
Amount of annuity of 1 at 6% for 5  periods — 5.63709 
Then $840,000.00 =  .045 ($14,000,000.00 +  X ) +   
$840,000.00 =  $630,000.00 +  .045X  +  .177396X
X
5.63709
 
.222396X =  $210,000.00 
X  =  $944,259.94 
Proof
Present interest charges...........................................................................  $840,000.00
Interest at 4 ½ %  on $14,944,259.94.................................................... 672,491.70
Saving to be deposited into a sinking fu n d .........................................  $167,508.30
The amount of the saving of $167,508.30 multiplied by the amount 
of an annuity of $1 for five years at the effective rate of 6%—
5.63709296...........................................................................................  $944,259.94
Commercial Law, November, 1931.
No. 1. In most jurisdictions Evans can recover from Burroughs 
on a contract thus made for his benefit when it results from a 
debtor-creditor relation between himself and one of the parties 
and is not a mere gratuity. Evans’ ignorance of the contract 
would be immaterial.
No. 2. The authority given Adams by contract to sell Prentice’s 
goods on commission created a sales agency which could be 
terminated at any time, notwithstanding the contract period 
had not expired. Adams can recover damages for breach of 
his contract, but he no longer has authority to sell Prentice’s 
goods and can not force Prentice to deliver.
No. 3.
(a) Unless state statutes prescribe a different course, White 
may present his entire claim to the estate for allowance as a 
secured claim and receive payment if the heir or devisee of 
the land is entitled to exoneration, or he may foreclose the 
mortgage at maturity and claim against the estate for the 
unpaid balance only.
(b) Carlin should pay White’s executor or administrator at 
maturity.
No. 4. The transfer is fraudulent as against Sanborn’s creditors.
The uniform stock transfer act requires delivery of the certifi­
cate itself to effect transfer, and an attempted transfer without 
such delivery amounts only to a promise to transfer. When 
such implied promise is without consideration, a subsequent 
transfer in pursuance thereof, if made when the transferor is 
insolvent, is fraudulent as against creditors.
No. 5.
(a) Morton has no liability to the creditor of the old partnership 
if the value of the assets taken by him do not exceed his 
capital investment. Fraud in the inception of a partnership 
makes it voidable from the beginning except as to third per­
sons who have given credit to the new firm. The uniform 
partnership act allows the defrauded partner to retain firm 
assets to the extent of his investment after satisfying part­
nership liabilities to third persons. Partnership liabilities 
within the meaning of this section would appear to include
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only creditors of the new firm, and while the act makes an 
incoming partner liable to the extent of the new firm’s assets 
to creditors of the old firm, I do not think this would be in­
terpreted to include a partner who is entitled to recision 
since a rescinded partnership is generally considered void 
from its inception so far as creditors of the old firm are con­
cerned. I have in mind also that in this case the assets 
available for the creditor do not appear to have been les­
sened by the entry and withdrawal of Morton so long as he 
takes out no more than he put in. The creditor should not 
be allowed to better his position by taking advantage of the 
fraud practised on Morton.
(b) Morton is entitled to rescind, and, subordinate to creditors 
of the new firm, has a lien on firm assets, or may retain 
them, to the extent of his investment. He has the same 
rights as other creditors, but subordinate to creditors of the 
new firm, to recover any payments made by him for the 
account of the firm. He is entitled to be idemnified by 
Atwood against all debts and liabilities of the partnership, 
and may recover against Atwood all damages suffered.
No. 6. A corporation’s existence may be terminated in the follow­
ing ways:
(1) Forfeiture of its franchise by the adjudication of a court.
(2) Loss of its charter by a charter provision to that effect in case the cor­
poration fails to meet certain requirements.
(3) Repeal of its charter under the reserved power of the state.
(4) Voluntary surrender of the franchise by the stockholders.
(5) Expiration of the time limited for its existence in the charter.
No. 7. The withdrawal of a partner as a general rules does not 
vitiate an insurance contract on partnership property, although 
contrary results have been reached in a few jurisdictions on the 
wording of particular policies. The alienation clauses of poli­
cies are more strictly construed when new partners are ad­
mitted, however, and it is held that this avoids a policy pro­
hibiting any change in title or possession of the property.
No. 8.
(a) A conditional sale is one in which title to goods sold and de­
livered on credit is reserved in the vendor until payment. 
The principal difference between a conditional sale and a
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lease with option to purchase is that the latter does not obli­
gate the lessee to pay the purchase price unless the option is 
exercised. This difference is one of substance, however, not 
of form, and when the so-called lessee is obligated to pay as 
rent an amount substantially equal to the purchase price, 
the transaction is held to be a conditional sale.
(b) In general, a conditional vendor can protect his rights by 
recording the conditional sale.
No. 9. Chase is an accommodation endorser. He is liable on the 
note to the payee or any subsequent holder for value to the 
same extent that any other endorser would be.
No. 10.
(a) Acts of bankruptcy are defined by statute. The commission 
of any one of them within four months is a prerequisite to 
the filing of a petition in involuntary bankruptcy against 
the person committing such act, if at the time of filing such 
petition that person is insolvent.
(b) An act of bankruptcy is committed by:
(1) Conveying, transferring, concealing or removing property with in­
tent to delay or defraud creditors.
(2) Transferring property while insolvent to any creditor with intent 
to prefer such creditor.
(3) Suffering or permitting, while insolvent, any creditor to obtain a 
preference through legal proceedings and not having such preference 
discharged.
(4) Making of a general assignment for the benefit of creditors, applying 
for a receiver or trustee while insolvent, or having a receiver or 
trustee of one’s property appointed because of insolvency.
  (5) Admitting in writing one’s inability to pay debts and willingness to 
be adjudged a bankrupt.
(c) A referee in bankruptcy is an officer of the court of bank­
ruptcy, appointed by the court, and to whom the petition 
in bankruptcy is referred. His duties in general are to super­
vise the administration of bankrupt estates.
(d) A trustee is an officer of the court of bankruptcy, appointed 
by the creditors in meeting, or, in event of their failure to 
appoint, by the court. His general duties are to collect, 
conserve and liquidate the assets of the estate, pay divi­
dends as declared by the referee, keep accounts and make 
reports on the estate.
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(e) Briefly, a discharge in bankruptcy will not release debts for 
taxes; liabilities for obtaining property fraudulently; for wil­
ful and malicious injuries, alimony, maintenance of wife or 
child, seduction of unmarried female, breach of promise and 
seduction, or criminal conversation; unscheduled debts to 
creditors without notice or knowledge of proceedings; fraud­
ulent debts created by bankrupt while acting as officer or in 
fiduciary capacity; wages earned within three months by 
workmen, clerks, salesmen, or servants; and debts due 
employees for money received or retained to secure faithful 
performance of employment contracts.
No. 11. Corporate stock rights and increase in value of corporate 
stock itself are generally held to be part of the principal of the 
trust estate, not income. Some jurisdictions depart from this 
rule with regard to rights, and hold as income so much of the 
value of the rights as represents undivided profits of the cor­
poration accumulated since the acquisition of the stock by the 
trust, decreased by any loss in value of the stock from date of 
acquisition. Similarly, a few jurisdictions hold that so much of 
the increased value of stock as is represented by undivided 
profits is income. The only answer to (a) and (b) is therefore 
that authorities differ.
No. 12. Assuming the new factory was similar or related in ser­
vice or use to the old factory, gain in 1929 is only recognized to 
the extent of the insurance money not expended in the acquisi­
tion of the new factory. This taxable gain would amount to 
$50,000 in 1929 since $200,000 of the $250,000 was expended 
for the new factory. Deductible loss would be sustained in 1931 
in the sum of $25,000 arrived at as follows: The basis or cost 
of the old factory was $200,000 which is to be decreased by the 
insurance money ($50,000) not expended for the new factory 
and increased in the amount of gain ($50,000) recognized upon 
the conversion of the property in 1929; the resulting basis 
being $200,000 and the property selling for $175,000 in 1931, 
deductible loss of $25,000 is sustained in 1931.
Accounting, November, 1931. Part II. No. 1
This is one of the most perplexing problems in the ten examinations 
dealt with in this volume. We suspect that the accounting principles 
involved are simple, and that the candidate would have very little 
trouble in solving the problem if  the facts were determinable. How­
ever, the following paragraph is so fu ll  of ambiguities that we find  it 
impossible to assure ourselves of the meaning of the various state­
ments:
"The treasurer deposited all receipts from the sale of stock in his 
personal bank account, relying upon the company's bookkeeper for the proper 
record of transactions. In checking this record you find the treasury-stock 
account credited with a remittance to cover 5,000 shares of stock donated by 
Smith from his personal holdings, to the treasury of the company for transfer 
to A. Jones, in payment for pre-incorporation assistance to him."
(Does remittance mean cash or stock, and was the remittance made 
to the company or to Jones, and why should the corporation pay Jones 
fo r  pre-incorporation assistance to him? What account did the book­
keeper debit when he credited treasury stock?)
"and another remittance of 100 shares, issued to replace a lost certificate."
(Was this really a remittance of cash from the treasurer, or is the word 
remittance used in relation to a transfer of stock, and what account did 
the bookkeeper debit when he credited treasury stock?)
"You note, also, that the bookkeeper had failed to obtain remittance for 1,250 
shares that had been sold and issued.”
(Was the stock issued without collecting any thing from the purchaser, 
or did the treasurer make the collection and fa il to remit the proceeds 
to the bookkeeper?)
"It was further disclosed that the treasurer had, personally, purchased 1,000 
shares from a dissatisfied holder of capital stock, the certificate for which was 
found surrendered and attached to its relative stub without further transfer."
(Did the treasurer purchase this stock for himself? I f  so a certificate 
should have been issued to him. D id he purchase it fo r the account of 
the company? I f  so, did he intend to donate the stock to the company? 
I f  so, a credit to surplus donated should be made. Or, does he expect 
to be reimbursed for the purchase? I f  so, he should be credited.)
In  view of all these uncertainties, the following solution is sub­
mitted with a fu ll  realization of the fact that many different solutions 
should have been given fu ll  credit by the examiners.
The entries necessary correctly to state the authorized capital 
stock, the donation of the 300,000 shares by Mr. Smith, and the 
accounting for the $41,000 collected by the promoters, should 
appear somewhat as follows;
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( 1)
Leases and contracts.................................................................  $500,000
Capital stock—authorized................................................... $500,000
To record the authorized capital stock of 500,000
shares of a par value of $1.00 per share.
(2)
Treasury stock............................................................................  100,000
Donated surplus..................................................................... 100,000
To record 100,000 shares of capital stock donated by
Mr. Smith to be sold for $1.00 each for the purpose of 
raising funds for the development of the gas structure.
From the trial balance it may be assumed that entries 1 and 2 
were made on the books.
(3)
Treasury stock............................................................................  $200,000
Donated surplus....................................................................  $200,000
To record the acceptance of the further offer of Mr.
 Smith of 200,000 shares of stock for issuance to pre-in­
corporation subscribers.
(4)
Cash..............................................................................................  41,000
Donated surplus (discount on treasury stock).....................  164,000
Treasury stock.......................................................................  205,000
To record the sale of 205,000 shares of treasury
stock at $.20 a share.
(5)
Gas wells—producing................................................................  22,000
Gas wells— abandoned..............................................................  11,000
Leases expired.............................................................................  451
Leases unexpired......................................................................  644
Supervision..................................................................................  1,581
Cash............................... ..........................................................  35,676
To record the payments of cash by promoters.
However, the problem states that only certain of these items 
accounted for by the promoters were recorded on the books. 
While the candidate is told that the credit was made to leases 
and contracts, he must assume that the cost of the producing gas 
wells ($22,000) and the unexpired leases ($644) was charged to 
some such account as development costs. The abandoned gas 
wells, leases expired, etc., are to be capitalized with the other 
development costs.
(6)
Leases and contracts.....................................................................  $27,968
Gas wells—producing...............................................................  $22,000
Leases unexpired.......................................................................  644
Cash.............................................................................................. 5,324
To reverse the entry made on the books crediting 
leases and contracts.
(7)
Development costs......................................................................... 13,032
Gas wells— abandoned.............................................................  11,000
Leases expired...........................................................................  451
Supervision.................................................................................. 1,581
To charge development costs with the pre-incorpora­
tion costs of gas wells, leases and supervision.
(8)
Treasury stock................................................................................  $5,000
Donated surplus........................................................................  $5,000
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To record the receipt of additional 5,000 shares of 
stock donated by Mr. Smith, which were issued to Mr. A.
Jones in payment for pre-incorporation services.
(9)
Treasury stock................................................................................  100
Development costs....................................................................  100
To reverse the entry made by the company’s book­
keeper who credited treasury stock account and presumably 
charged development costs when a new certificate was issued 
in place of the certificate for 100 shares which was lost.
(10)
Subscriptions to capital stock.....................................................  1,250
Development costs....................................................................  1,250
To record the subscription for 1,250 shares of capital 
stock which were issued but for which payment was not 
received.
As the problem is not definite on the point, it may be assumed 
that the bookkeeper originally recorded the issuance of these 
1,250 shares by charging accounts receivable, or some other 
account, and crediting treasury stock account. As the account 
charged is not known, the above entry is based upon the assumption 
that the account, development costs, was the catch-all in this case.
No entry is necessary to record the purchase of 1,000 shares 
of the capital stock of the company by the treasurer for his 
personal account. A certificate for these 1,000 shares should be 
issued to him in lieu of the 1,000 shares which he had purchased 
from the dissatisfied holder and which had been surrendered and 
attached to the relative stub in the stock certificate book. After
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this certificate has been issued, the bookkeeper should be re­
quested to prepare a list showing the outstanding certificates 
with the number of shares so shown to be outstanding, separating 
the treasury stock. The amounts of shares shown to be outstand­
ing and held in the treasury should then be compared with the 
respective controlling accounts.
(11)
Depletion.................................................................................  $1,681.35
Reserve for depletion....................................................... $1,681.35
To write off depletion for the period on the basis 
of 27½ % of gross income of $6,114.
Regulations 74, Article 241 state that—“under section 114 (b)
(3), in the case of oil and gas wells, a taxpayer may deduct for 
depletion an amount equal to 27½  per cent. of the gross income 
from the property during the taxable year, but such deduction 
shall not exceed 50 per cent. of the net income of the taxpayer 
(computed without allowance for depletion) from the property.” 
The profit-and-loss statement for the three months ended March 
31, 1931, shows a net loss of $782.35 after the charge of $1,681.35 
for depletion. Before depletion, the operations would show 
($1,681.35 minus $782.35) a profit of $899.00. The limitation on 
the depletion charge would be, therefore, 50 per cent. of $899.00 
or $449.50, if the operations for this particular period of three 
months were considered as being for a taxable year.
(12)
Depreciation—camp buildings....................................................
Depreciation—equipment.............................................................
Depreciation— automobiles..........................................................
Reserve for depreciation—camp buildings..........................
Reserve for depreciation—equipment..................................
Reserve for depreciation— automobiles................................
To record the depreciation for the period January 1, 
1931 to March 3 1 , 1931, as follows:
A sset Cost Annual rate Depreciation
$ 18
1,500
25
$ 18
1,500
25
Camp buildings $ 720 10%
Equipment. . . .  60,000 10%
Automobiles. .. 400 25%
$ 18
1,500
25
(13)
Development costs...............................................................................  $1,101
Abstracts of title..............................................................................
Lease rentals.....................................................................................
To transfer the abstracts of title and fixed lease rentals to
$670
431
development costs.
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N atural Gas Company
Statement of profit-and-loss for the period January 1 ,  1931, to March 3 1 ,  1931
Revenue from gas wells... 
Expenses:
Automobile................... .
Royalties paid (12½%)
Salary of manager........
Sundry expense..............
Taxes paid (property)..
Traveling........................
Depletion........................ .
Depreciation:
Camp buildings........ .
Equipment..................
Automobiles.............. .
Interest paid...................
Net loss for the period___
.................  $6,114.00
.................  $ 194.00
.................  764.00
.................  900.00
.................  454.00
.................  37.00
.................  605.00
.................  1,681.35
$ 18.00 
1,500.00
25.00 1,543.00
...................718.00 6,896.35
...................  $ 782.35
N atural Gas Company 
Balance-sheet— March 31, 1931
Assets
Cash in bank.............................................................................................. $ 182.00
Accounts receivable.................................................................................. 1,967.00
Subscriptions receivable.........................................................................  1,250.00
Casing, pipe, etc., in stores.......................................................................  10,624.00
Fixed assets:
Kind Cost
Reserve for 
depreciation
Carrying
value
Land..................................... $ 4,600 . . . . $ 4,600.00
Automobile......................... 400 25 375.00
Camp buildings................. 720 18 702.00
Equipment and pipe in
place................................ 60,000 1,500 58,500.00
Totals........................ $65,720 $1,543 $ 64,177.00
Leases, contracts and development costs:
Leases and contracts.................................................. $500,000.00
Development costs.....................................................  125,147.00
Total.........................................................................
Less—reserve for depletion......................................
$625,147.00
1,681.35 623,465.65
Incorporation costs......................................................... 674.00
$702,339.65
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Liabilities and net worth
Liabilities:
Accounts payable........................................................
Notes payable..............................................................
Land contracts............................................................
$ 26,439.00 
33,947.00
2,700.00 $ 63,086.00
Net worth:
Capital stock.............
Less—treasury stock.
Donated surplus........
$500,000.00
964.00 $499,036.00
141,000.00
Total.........................................................................
Less—deficit from operations..................................
$640,036.00
782.35 639,253.65
$702,339.65
A cco u n tin g , N ovem b er, 1931. P art II. N o. 2
The firm sustained a loss (before allowing any interest on capital) of $240,000
The interest to be allowed to Ezee is 6% of $500,000.........................  30,000
The total book loss to be divided is.........................................................  $270,000
A bel, B udd, Catt, D unk, and Ezee 
Summary of division of loss year ended December 31, 1930
Book loss after 
. .  interest to Ezee . .
Abel...............
Budd..............
Per
cent.
................................ 30%
...............................  25
Amount 
$ 81,000
67,500
Interest
credit
Net 
debit 
$ 81,000
67,500
C att............... ...............................  15 40,500 40,500
Dunn............. ................................ 10 27,000 27,000
Ezee............... ...............................  20 54,000 $30,000 24,000
100% $270,000 $30,000 $240,000
A cco u n tin g , N ovem b er, 1931. P art II. N o . 3
(1) The first requirement of the problem is a balance-sheet of 
the X Y company for submission to its clientele. The following 
explanations apply to the adjustments in the working papers 
prepared to assemble the data for this balance-sheet.
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Adjustments 1-A and 1-B:
B returns raw material, $100,000, sold by A at profit of 
20%
(1-A) A’s entry: Finished goods.................................  $ 80,000
Surplus..............................................  20,000
Acct. rec.—B .............................. $100,000
(1-B) B’s entry: Acct. payable—A ............................  100,000
Raw materials.............................  100,000
Adjustments 2-B and 2-C:
C returns raw material, $90,000, sold by B at profit of 
30%
(2-B) B’s entry: Finished goods.................................  63,000
Surplus..............................................  27,000
Acct. rec.—C .............................. 90,000
(2-C) C’s entry: Acct. payable—B............................  90,000
Raw materials.............................  90,000
Adjustments 3-C and 3-D:
C returns raw material, $100,000, sold by D at profit of 
25%
(3-C) C’s entry: Finished goods.................................  75,000
Surplus..............................................  25,000
Acct. rec.—D .............................  100,000
(3-D) D’s entry: Acct.payable—C............................  100,000
Raw materials.............................  100,000
Adjustment 4:
Allowance for goodwill
Company
Capital
stock
.. Annual dividend..  
Rate Amount
Goodwill 
equal to
5 years’ 
dividends
A.............................. , . .  $1,000,000 16.55% $165,500 $ 827,500
B.............................. 1,400,000 17.00 238,000 1,190,000
C.............................. 2,000,000 15.00 300,000 1,500,000
D.............................. 3,000,000 12.50 375,000 1,875,000
Total goodwill........................................................................ $5,392,500
Adjustment 5:
To give effect to issuance of 500,000 shares of X Y company stock to M 
Banking Company, payment of $2,000,000 of organization expense from pro­
ceeds thereof and prospective receipt of $3,000,000 net proceeds.
Adjustment 6:
Eliminations of stock and surplus of old companies by issuance of stock of 
X Y company:
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Company A.............................................
Company B................................................
Company C................................................
Company D.............................................
Capital
stock
$1,000,000
1,400,000
2,000,000
3,000,000
Surplus as 
adjusted 
$1,632,500 
2,113,000 
1,834,500 
2,330,000
Total
$ 2,632,500 
3,513,000 
3,834,500 
5,330,000
T o t a l . . . .  ........................................ $7,400,000 $7,910,000 $15,310,000
Less inter-company stockholdings...................................................... 310,000
Stock of X  Y company to be issued to old companies.................. $15,000,000
Adjustment 7:
Elimination of inter-company current accounts between:
A and B B and C
Balances before adjustments for returns........  $ 40,000 $50,000
Adjustment for returns.....................................  100,000 90,000
C and D 
$ 75,000
100,000
Balances after adjustment.............................. $ 60,000 $40,000 $ 25,000
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T he X  Y Company
Balance-sheet— December 31, 1930 giving effect, as of that date, to the 
prospective consolidation and financing
Assets
Current assets:
Cash...........................................................................
Accounts receivable...............................................
Finished goods........................................................
Raw materials.........................................................
$3,054,500
695,000
518,000
75,000 $ 4,342,500
Plant and property..............................................................................  8,835,000
Goodwill.................................................................................................. 5,392,500
Organization expense...........................................................................  2,000,000
$20,570,000
Notes payable. 
Capital stock..
Liabilities and net worth
$ 570,000
20,000,000
$20,570,000
(2) The second requirement of the problem is a statement of 
the number of shares of X Y company stock to be received by 
the holders of the stock of companies A, B, C and D.
In the following statement we first determine the net worth of 
the four companies exclusive of inter-company stockholdings; we 
then determine how the net worth and the distribution of X Y 
company stock are affected by the inter-company stockholdings.
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Computation of value of A’s investment in D, 
and value of D ’s investment in A
1    D
300
A  owns $10,000 par value of $3,000,000 D stock 
D owns $50,000 par value of $1,000,000 A stock
Let A =  net worth of A company  
and let D =  net worth of D company
(1) Then A =  $2,701,240.18 +
(2) D =  $5,404,602.68 +  .05 A
(3) From (1) 300 A =  $810,372,054 +  D 
Substituting for D in (3) the value of D in (2)
(5) 300 A =  $810,372,054 +  $5,404,602.68 +  .05 A
(6) 299.95 A =  $815,776,656.68
(7) A =  $2,719,708.81 
Solving for D:
(2) D =  $5,404,602.68 +  .05 A
=  $5,404,602.68 +  (.05 X $2,719,708.81)
=  $5,404,602.68 +  $135,985.44 
=  $5,540,588.12
The values of the inter-company investments are then determined as follows:
Company A Company D
Total values including inter-company invest­
ments...................................................................... $2,719,708.81 $5,540,588.12
Values excluding inter-company investments___ 2,701,240.18 5,404,602.68
A’s investment in D ..................................................
D ’s investment in A..................................................
$ 18,468.63
$ 135,985.44
A cco u n tin g , N ovem b er, 1931. P art II. N o. 4.
Company N
Statement of amounts collectible on insurance policies
Insurance 
requirements 
of co- 
insuranceCo-insurance Insurance Amount
Company clause clause carried Fraction Loss collectible
W None $35,000 $10,000 10/35 $20,000 $ 5,714.28
X 100% 50,000 10,000 10/50 20,000 4,000.00
Y 90% 45,000 7,500 75/450 20,000 3,333.33
Z 80% 40,000 7,500 75/400 20,000 3,750.00
$35,000 $16,797.61
416 A N S W E R S
Company W is liable for 10/35ths of the loss. Its policy contains no co- 
insurance clause, and it is therefore liable for its ratable share of the loss based 
on the total policies carried.
Company X  is liable up to $10,000 only in case $50,000 of insurance is 
carried. It is therefore liable for only 10/50ths of the loss. The amounts 
recoverable from companies Y and Z were similarly computed.
I N D E X
(The numbers in the first column of page numbers in this index refer to the pages 
in the book of questions of the A merican Institute of Accountants, May, 1927, to Novem­
ber, 1931, inclusive, published February, 1932. The numbers in the last column 
refer to pages in the present volume of answers. For example, the first item is a question 
in accounts receivable which was question No. 6 in Auditing of the examination of 
May, 1927. The question appears on page 8 of the book of questions; the answer 
appears on page 10 of the present volume.)
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